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ABSTRACT 
This study shows that managers of short-term insurers may improve their financial results if 
they can identify and manage the factors that are critical to their financial results. The 
development and application of the concept of critical success factors are therefore used as a 
basis for this study. 
The study reviews the functions performed by short-term insurers, focusing on the effect these 
functions have on their cash flows. Selection and pricing of risk are discussed in detail. The 
underwriting cycle in South Africa, and several possible causes of the cycle are investigated. 
Reinsurance, claims handling and rilanagement expenses are important components of the cash 
flows of short-term insurers and are therefore examined in detail. 
The optimum risk level at various combinations of underwriting and investment income is 
empirically tested, using the financial results of several insurers. The study investigates 
different approaches to the measurement of financial success of insurers, and the return on 
shareholders' funds is found to provide the fairest and most reliable method. Empirical 
comparisons are made on the financial results of the insurers that participated in the study to 
distinguish between those that are financially successful and those that are not. 
To discover what the industry consider to be their critical financial success factors, a postal 
survey was done of key decision makers in the South African short-term insurance industry. 
Respondents identified several success factors, but did not include some success factors 
discovered during the review of the literature. Respondents apparently experienced difficulty 
in separating strategic issues from operational ones. The survey revealed that the pricing of 
risk is problematic for short-term insurers. The importance of the investment function is also 
underestimated by the industry. 
The study concludes that the combined systematic risk of the investment and underwriting 
portfolios is a critical success factor, along with the capital base of the insurer, the ability of the 
insurer to use the leverage provided by using policyholders' funds as free reserves and the size 
and direction of an insurer's cash flows. 
KEY TERMS 
Short-term insurance; critical success factors; measurement of financial success; underwriting; 
reserving; investment; systematic risk; policyholders' funds; insurers' cash flows; leverage. 
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CHAPTER! 
INTRODUCTION 
1.1 BACKGROUND 
The South African short-term insurance industry is a significant and active part of the 
South African economy. In 1992 the industry wrote premiums to the value of 
R7 008 996 000 (Republic Research 1995). This sum represented more than 2 percent 
of the Gross National Product for the country in that period. This premium income 
produced an underwriting net income of RI 80 683 000. Adding the net income made 
on investments, the total net income for the industry (after tax) amounted to 
R620 252 000. 
However, just two years previously the industry had received R5 589 226 000 in gross 
premiums, but had made an underwriting loss of R240 622 000.1 The addition of 
investment income raised this loss to a net income (after tax) ofR264 615 000. These 
figures represent a difference of R421 305 000 on underwriting net income, and 
R355 637 000 in total after tax net income between the years 1990 to 1992. The 
underwriting result for the industry fell to a net income of R60 581 000 in 1993, which 
is a significant reduction (-68.2%) from the net income of Rl90 613 000 for the 
previous year. The predictions for another underwriting loss in 1994 (Harris 1994:83) 
have been vindicated in a record underwriting loss of R3 l l 326 000. 
The wide variations in the fortunes of insurers have been a feature of their industry and 
1991 was also a year of underwriting losses, with a loss ofR74 821 000 on a gross premium 
income ofR6 981086000. 
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the extent and frequency of these variations are cause for concern. 
Since 1959, three short-term insurers in South Africa ceased trading. In the 1960s the 
Parity Insurance Co Ltd went into liquidation, as did the AA Mutual Insurance Co Ltd 
in 1982. At the time of writing the short term operation of the IGI Insurance Co Ltd 
had been placed under curatorship, with little hope of resuming normal operations. 
There have also been several mergers, and several insurers that were part of the 
insurance industry in 1970 are no longer operating as separate entities. 
In the USA, AM Best Company has reported 350 property/liability insurers as having 
failed, there were more than 240 voluntary withdrawals from the market and more than 
500 such companies had merged - resulting in more than 1 100 property/liability 
insurance company retirements in the period 1961 to 1988 (BarNiv & McDonald 
1992:544;554). Failure of short-term insurers, even if infrequent in the smaller South 
African market, is therefore not rare in global terms. 
Table 1 shows some results for 1992 as reported in the Registrar of Insurance's 4 7th 
annual report (1993 :26). This table includes only those insurers that reported an earned 
premium ofR150 000 000 or more.2 
South African short-term insurers have also reported varying degrees of individual 
profitability in their published results. For instance, referring to Table 1, while Auto & 
General showed the largest profit ratio (7. 78%),3 this contrasts with the result of SA 
Eagle at -13.19 percent. In view of the Gross Premium incomes produced by these 
2 
3 
The report lists 48 insurers. SANMED and Rand Mutual also earned more than Rl 50 000 000, 
but their business stems mainly from personal accident and medical insurance. Those companies 
were therefore omitted from this table. The companies shown collectively accounted for almost 
80 percent of the total premium earned by all insurers in the South African market in 1992. 
The Net Underwriting Income ratio is the Underwriting result expressed as a percentage of the 
Earned Premium. 
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companies being approximately similar in size, this variation in results is remarkable. 
On the other hand, General Accident's loss of 43.54 percent can be compared with the 
loss of 3. 9 percent made by Sentraboer, and the net income of 7. 78 percent made by 
Auto and General, as these three companies have similarly sized premium incomes. 
Table l Financial results of some South African short-term insurers - 1994 
1.84% 
R1 ,340,365,000 R12,253,000 0.91% 
R1,019,351 ,000 (R 1 34,493,000) -13. 19% 
R828,550,000 (R19,549,000) -2.36% 
R498,571 ,000 (R13,593,000) -2.73% 
R536,759,000 (R 19,052,000) -3.55% 
R395,960,000 (R39,801 ,000) -10.05% 
R236,819,000 R 1 8,423,000 7.78% 
R162, 192,000 (R70,625,000) -43.54% 
R194 214 000 R7 601 000 -3.91 % 
Source: Republic Research 1995 
Over time, the short-term insurance industry has had collective results ranging from 
excellent to very disappointing. Given that these companies are active in the same 
industry, writing essentially the same type of business, greater uniformity of results 
would be expected. There must be reasons for this variation, and these could well be 
found in the mmmer in which the financial functions of the insurers are managed. The 
aim of this study is thus to identify those factors that are critical to the attainment of 
financial success for insurers operating in the South African short-term insurance 
industry. 
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1.2 ADDING VALUE FOR THE OWNERS OF THE FIRM 
While managers may have many corporate goals, such as maximising the size of the 
firm or establishing a stable working environment for employees, the ultimate goal of 
the financial manager4 is to maximise the wealth of the shareholders and for all 
stakeholders (Clarke, Wilson, Daines & Nadault 1988:5). Of course, the period during 
which this process of wealth maximisation should take place is a subject of some 
debate, and there is currently concern about the apparent short-term results pursued by 
some managers. 
For the purposes of this study the longer term is used. The addition of value to the 
wealth of shareholders is a process that may take several years. In insurance, this 
longer-term view is essential because the fortunes of short-term insurers in particular, 
may vary as the environment presents opportunities of profit and loss to insurers. 
The process of adding value in a short-term insurer to shareholders' wealth can be 
represented as shown in Figure 1 (based on Clarke et al 1988:7). If the firm starts from 
a position of competitive strength, it can plan its strategy to trade profitably and so 
improve on its own internal cash flow. This flow results in an improved market value 
for the firm's shares. From its improved financial standing the firm could then attract 
investors for additional external financing. 
4 This goal applies equally to the financial management of short-term insurers. 
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Figure 1 The value cycle of a short-term insurer. 
Market value of 
securities ... - )la 
External 
financing 
~ Retained ~ funds 
Measurement of Total investment 
profitability funds from internal 
t and external sources t 
Internal Resources for 
cash flow growth or defence 
of competitive 
"----
position 
Strategic 
• 
_/ 
planning 
In the course of its operations, an insurer will generate cash flows, which then make it 
possible to invest those funds to generate additional income. The firm can then apply 
the total of investment income plus the additional external financing to improve its 
strategic position, to expand the firm or defend its competitive position. 
The activities in the value cycle may be repeated often, each time improving the 
financial position of the firm. Successful firms add value for their shareholders by 
improving their financial position in each step of the cycle. Conversely, unsuccessful 
companies are unable to add to their shareholders' wealth and so destroy some of that 
wealth at each step of the cycle. Not all firms are consistently successful during their 
progress through the cycle. There may be periods of wealth creation followed by 
periods of wealth destruction. Over the long term, however, successful firms create 
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more wealth than they destroy. 
Figure2 The value spiral showing continually improved financial wealth for shareholders. 
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Successful firms therefore progress through many iterations of this cycle, each time 
improving on their previous position. The creation of shareholder wealth is therefore 
an incremental process. This process can be illustrated as a rising spiral, as shown in 
Figure 2 above. 
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1.3 OBJECTIVE OF THE STUDY 
The objecdve of this study is to idendfy and evaluate the factors 
crmcal to the financial success of South African short-term 
insurers. 
1.4 GOALS OF THE STUDY 
The following goals have been derived from the objective of the study: 
I. study the literature on financial management in short-term insurers, on strategic 
planning and on critical success factors, with particular emphasis on the 
methods employed by short-term insurers to realise their financial strategies 
2. investigate how short-term insurers' financial statements could be interpreted 
to enable proper evaluation of their financial results 
3. develop a measure of the financial success of short-term insurers 
4. investigate the profit history of the South African short-term insurance industry 
and to identify insurers that are financially successful. 
7 
Chapter 1 
5. 
Introduction 
discover and identify possible financial Critical Success Factors for South 
African short-term insurers 
1.5 IMPORTANCE OF THE RESEARCH 
Although the literature study has revealed some studies on the management of short-
term insurance companies (Beetge 1990; Van Zyl & Laubscher 1993}, most have 
concentrated on general management issues. In the American literature several studies 
concentrate on the financial success and survival of such insurers (Cummins & Derrig 
1991; BarNiv & McDonald 1992). In the South African context, the author was unable 
to find any previous work specifically related to discovering, identifying and applying 
the idea of critical success factors to refine financial management and strategic planning 
for local insurers. 
The aim of this study is to contribute to the management of South African short-term 
insurance companies by concentrating on the use of the CSF concept in the strategic 
planning processes in their industry. Knowledge of the CSFs for the industry can help 
managements to maximise their net incomes and growth over the long term by assisting 
in the strategic planning process. 
The variations of the net income/loss results of short-term insurers could be reduced 
if the underlying causes of these variations were known, resulting in more stable 
financial results for short-term insurers in the South African market. The risk involved 
in the operation of such an insurer will therefore be reduced and more value added to 
the wealth of the shareholders in these insurers. 
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Knowledge of the critical financial areas to be managed will also result in improved 
monitoring of financial performance because of the focus on these areas. The 
interpretation of the financial statements of short-term insurers may be complicated by 
the nature of their assets5 and the composition of their cash flows. The monitoring of 
the industry is of particular interest to the regulating authorities, and the firms in the 
industry could gain much by the knowledge of trends in the industry as a whole. 
1.6 RESEARCH METHOD 
The research consists of a study of secondary and primary data. 
The secondary data were obtained from a literature study. The results of this study 
appear in chapters 2 to 8. 
Primary data were obtained from two main sources. First, the financial performance 
of insurers included in the study was evaluated in terms of the CSFs identified during 
the literature study. This made it possible to classify insurers as being either financially 
successful or unsuccessful. The CSFs were tested empirically by means of a 
questionnaire completed by the senior managements of the short-term insurers active 
in the South African market. A final list of CSFs was formulated on the basis of the 
insights gained from these questionnaires. 
The author used statistical analysis to enable him to draw conclusions about the 
relationship and the relative importance of each CSF to the actual financial 
5 As will be shown later in this study, there is a clear distinction between shareholders' funds and 
policyholders' funds in the classification of assets for short term insurers. 
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performance of the industry. 
1.7 LIMITATIONS OF THE STUDY 
1.7.1 Theoretical limitations 
No previous research specifically aimed at the financial CSFs for the South African 
short-term insurance industry could be found in the literature. The study by Beetge 
(1990) mentions CSFs as part of the strategic planning process in the industry, but does 
not list any CSFs. Conversely, Van Zyl and Laubscher (1993:101) list some key 
success factors, without discussing them. 
This study will therefore develop a set of financial CSFs using literature from other 
industries, as there is very little to be found on the subject in previously published 
material. 
1. 7 .2 Empirical limitations 
1. While some methods and processes discussed may be useful for other related 
industries, the study will be limited to South African firms in the short-term 
insurance industry. 
2. Surveying every insurer in the South African short-term insurance market was 
impractical, therefore the empirical research is limited to the major insurers, 
which between them write almost 80 percent of the total premium earned in 
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the South African market. To balance the results, a few niche insurers were 
involved, since the author felt that they might perceive specific success factors 
not attractive to the bigger companies. 
3. Discovering CSFs through interviews may be a subjective process. The 
research has been structured to reduce this effect. 
4. Where insurers did not accept that identifying the CSFs for the industry was 
necessary for their financial planning process, they viewed the research as an 
intrusion on confidential areas. They were therefore reluctant to discuss their 
positions in relation to meeting the challenges of their market. 
5. While financial data were available for the property-casualty insurance industry 
in the USA, financial information for the South African short-term insurance 
industry was scarce and difficult to find. Therefore the period for the financial 
analysis was limited from 1975 to the latest data available, which included the 
results for insurers for 1992. 
The statistical sample for this research is further limited by the number of 
insurers active in the South African economy. Previous researchers in short-
term insurance have also found the same limitation. Beetge (1990:438) 
conducted interviews with twenty-five insurers in the South African market. 
Grosjean (in Cummins 1985:79) obtained 30 respondents from a population 
of 45 European insurers, while Sharp (in Cummins 1985: 107) managed to 
evoke reaction from 45 insurers in the USA out of 142 companies polled in 
their surveys of insurers. 
6. Financial data were not available, particularly for the period prior to 1975. 
Most of the data were obtained from insurers' annual reports and then added 
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to arrive at a summary for the industry. 
1.8 AN OUTLINE OF THE STUDY 
A schematic plan of the study appears in Figure 3. Following the identification of the 
problems to be addressed in the study, attention will be paid to research into the 
derivation of CSFs for an industry, and the use of CSFs in strategic planning. With the 
focus of the study on the South African short-term insurance industry, the nature of this 
industry and especially its operational functions will be investigated. 
During discussion of the functional areas, a set of preliminary CSFs will be identified, 
as well as the capabilities an insurer requires to compete successfully in the framework 
of these CSFs. These preliminary CSFs and capabilities will then form the basis of the 
empirical research section of the study. Conclusions and recommendations will then 
be drawn on the results of the empirical research. 
The schematic plan shown in Figure 3 is followed in the layout of the chapters of this 
study. Chapter I states the background of the study, specifically in relation to the 
financial performance of South African short-term insurers. It also discusses the 
general objectives, hypotheses and goals of the study. It concludes with a description 
of the importance of the research and the limitations of the study. 
The process of value creation illustrated in Figure I is the basis for the organisation of 
the chapters of this study. With the competitive position of an insurer as a point of 
departure, the process of planning for profitability is addressed in chapters 2 to 5. This 
section of the study also attends to the first goal of the study, namely to examine the 
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literature on Critical Success Factors, strategic planning and short-term insurers 
To provide a strategic planning perspective, Chapter 2 considers various approaches 
to strategic planning, with the emphasis on the identification of internal capabilities and 
the environmental factors that may affect the success of the short-term insurers in South 
Africa. This chapter also explains the historical development and theory of the CSF 
concept, and how it may be used to improve the competitive capability of a firm. It 
distinguishes between the concepts of core competencies and CSFs. A classification 
of CSFs is proposed and the methods for discovering and identifying CSFs reviewed. 
An approach is decided upon for the empirical discovery of CSFs. 
The internal cash flows of short-term insurers are the result of the underwriting of 
Figure 3 
Underwriting 
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CSFs in Strategic Planning 
Review of Short term Insurers' Operational 
Functions 
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policies, reinsurance, reserving and payments of claims and expenses of management. 
The study devotes several chapters to these activities. Chapter 3 investigates the nature 
of the short-term insurance business, with particular emphasis on the processes and 
activities for this type of business. The methods involved in accounting for the various 
sources of revenue and costs used in this industry are discussed. This discussion is 
important to foster a better understanding of this type of business and its unique 
characteristics. The extent of planning evident in the industry is investigated. The 
strategic developmental stage at which the industry might be, as in the McKinsey 
planning model, is addressed. 
This generalised discussion is then carried further in Chapters 4 to 8 to include a 
specific analysis of the functions of a short-term insurer. The purpose of this focus on 
the functional activities is to identify both the CSFs of each activity, with the specific 
operational techniques and capabilities available to such insurers. 
One of the main activities of the short-term insurer is underwriting, and Chapter 4 
discusses the underwriting net income and loss history of the industry in South Africa. 
The cyclical underwriting results and the underlying causes of this cycle are also 
researched. The effectiveness of its reinsurance programme may affect the 
underwriting results of an insurer. Therefore, Chapter 5 investigates the importance 
of the insurance firm's reinsurance programme for its financial success. 
The cash flows resulting from the trading processes described above are then 
investigated. These internal cash flows appear in Figure 1 on the left-hand side of the 
cycle, and are the subject of chapters 6 and 7. Chapter 6 investigates the financial 
implications of the losses paid by insurers and the methods of reserving used by 
insurers to provide for future losses. Chapter 7 reviews the other expenses of 
managing the short-term insurance firm, and the commission costs and other 
acquisition costs incurred. 
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Chapter 8 proposes an approach for the measurement of :financial success, as identified 
from the literature study. The financial performances of most of the short-term insurers 
active in the South African market are then evaluated and the insurers concerned 
ranked according to their relative :financial success. This identification of less 
successful insurers from more successful insurers forms the basis for further empirical 
research in subsequent chapters. This is the part of the value cycle that allows for the 
evaluation of whether the shareholders' wealth has increased because of the preceding 
activities. If it has, the process will move along the spiral, as shown in Figure 2. 
While some other industries also use investment as a means of using their cash for 
generating additional profits, few have such large sums available for investment. This 
investment activity is shown as the process of using retained funds with funds attracted 
from external investors because of its financial success. However, very few of the 
insurers active in the South African short-term insurance industry are listed on the 
Johannesburg Stock Exchange and are therefore able to have easy access to such 
external financing. In this market, insurers are also not legally able to borrow money 
and are therefore compelled to use their own generated funds. However, insurers 
attract considerable amounts of money as premium and invest this cash flow to 
supplement the income derived from underwriting. This source of income has become 
vitally important for an insurer and Chapter 9 goes on to review the investment 
performance of the industry. This part of the value cycle is shown in Figure I as the 
investment activity on the right-hand side of the cycle. 
In Chapter IO the financial results of the insurers listed on the Johannesburg Stock 
Exchange are evaluated according to their share values. This evaluation focuses on the 
value shareholders place on the various insurers listed on the Exchange. The purpose 
of the analysis is to determine to what extent the market value of these companies 
reflect their actual value. 
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Chapter 11 then deals with the empirical validation of the financial CSFs identified. 
This is done by means of a survey of the senior managers in the industry. The results 
of the survey are reported, and conclusions concerning the CSFs drawn. The CSFs are 
prioritised to arrive at a final set of financial CSFs for the South African short-term 
insurance industry. 
The findings from the research are summarised in Chapter 12, and recommendations 
made. In conclusion, suggestions for future research arising from the findings of this 
study are made. 
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CRITICAL SUCCESS FACTORS 
2.1 INTRODUCTION 
The primary objective of this study is to identify and evaluate the factors critical to the 
financial success of South African short term insurers. As a first step towards meeting 
this objective, it is necessary to investigate the meaning of the term "financial success". 
The Oxford Dictionary (1988) defines success as follows: 
Success n. Favourable outcome; attainment of what was desired or 
attempted, or of wealth, fame or position; successful person or 
thing. 
A prerequisite for success is therefore the existence of a goal or objective. However, 
some effort must also be expended to attain or reach that goal. The management of a 
firm therefore work to achieve success - to reach the goals set by the owners of the 
enterprise. Wealth maximisation is a primary goal of business enterprises. 
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Peters and Waterman (1982:29-31) have pointed out that success in managing a firm 
Figure4 The position of the step of achieving profitability from a competitive position in the value cycle. 
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requires far more than a focus on profits alone. They contend that intangible benefits 
should also flow from the operation of the business, such as giving meaning to the 
working lives of people. Such nonfinancial aims are found in many enterprises - some 
enterprises are even defined as being "not for gain". In financial terms, however, the 
evaluation of the success or failure of an enterprise is measured in the accounts that 
reflect the volumes of business activity and the change that this activity has on the 
fortunes of the owners of the enterprise (Faul, Pistorius & Van Vuuren 1974:1). A 
business enterprise would therefore have as a major objective the maximisation of the 
financial return on the investment the owners have made in the enterprise. This value 
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added approach provides a sound base for the evaluation of the success or failure of 
the firm in financial terms, and this is the theme of this study. The cycle of adding 
value for shareholders was discussed briefly in Chapter 1. The processes required for 
a short-term insurer to achieve sufficient profitability and so to improved internal cash 
flow are the subject of this chapter and those that follow it. 
The management of the enterprise have several other objectives (in addition to the 
objective of adding value for the owners) to meet to claim success in the operation of 
the business. These objectives should be clearly identified and management should 
then plan the activities of everyone in the firm so that the objectives can be attained. 
2.2 THE STRATEGIC PLANNING PROCESS 
To prevent confusion about how the strategic planning process fits into the general 
framework of the management process, a distinction must be made between operations 
management and strategic management. According to Schendel (in Thomas & Gardner 
1985:43) operations management is concerned with maintaining direction under some 
existing strategy, while strategic management is concerned with supplying the cues for 
the direction operations management must take. Operations management could be 
seen as concentrating on the effective performance of the work of the organisation 
(doing things right), while strategic management focuses more on the identification of 
the type of work to be done (doing the right things). Schendel attributes the distinction 
between "doing things right" and "doing the right things" to Drucker (1973). 
With the focus of this research on the financial success of insurers in the South African 
short-term insurance industry, it is not the author's intention to dwell on the 
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technicalities of the strategy-making process. Nevertheless, to help the reader 
understand where the concept of CSFs can help the management of these insurers to 
attain their financial objectives successfully, it is necessary to investigate the strategic 
framework The following sections will therefore provide an overview of the process. 
2.2.1 Levels of strategy 
Strategies are applied at different levels (Rue & Holland 1989:75). In the first place, 
strategies can be formulated at the top management level of a firm and these will focus 
on the entire organisation. These strategies are called corporate strategies and they 
decide the type and level of competition that the organisation will engage in to thrive 
in the industry of which the organisation is part. A further level of strategy, narrower 
than the corporate strategies, will be the business strategy, and it will focus on how to 
compete in a given business. A third level of strategy is again narrower in scope than 
the business strategy and is concerned with the activities of the various functional areas 
of the firm. 
This research is centred on the problems in the South African short-term insurance 
industry and will therefore deal with strategy at the corporate and industry levels. 
2.2.2 The strategic management process 
The strategic planning process consists of three primary phases, namely: the definition 
of a business mission (present and future), an environmental analysis, and formulation 
of a business strategy including the continual evaluation and reformulation of that 
strategy. This process and the relationship between the various components are shown 
in Figure 5. 
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Figure 5 The strategic management process 
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The definition of the mission precedes environmental analysis, which is followed by the 
strategy-making processes. The following section briefly touches on the definition of 
the mission and will then focus on the analysis of the firm's external and internal 
environment The formulation of a business strategy, including the continual evaluation 
and reformulation thereof, falls outside the scope of this study. 
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2.2.3 Defining the business mission 
Every organisation has a reason for existence - a primary goal or objective. In formal 
terms, this may be called the mission of the organisation. The mission is the centre of 
the decision-making process in the organisation and it should be stated explicitly (Rue 
& Holland 1 ~89:65). However, many missions are also implicit, and are projected 
through the value and culture systems prevalent in the organisation. Explicit missions 
are often expressed to both insiders and outsiders of the firm through formal 
communication from management. 
The mission statement should be supplemented with long-range objectives to make the 
evaluation of the enterprise's performance possible (Cravens 1982:52). By continually 
monitoring the actual performance of the firm against the planned mission, 
management can identify the correct strategies to apply, as well as the corrective action 
to be taken to succeed in attaining the objectives set for the firm in the mission 
statement. 
2.2.4 Environmental analysis 
Before a business strategy can be formulated, the firm's own capabilities (strengths and 
weaknesses), and the nature of the industry in which the firm operates should be 
identified. An analysis of the environment in which the firm operates is essential in this 
process. This analysis of the environment aims to identify those economic variables 
that will influence the results of the enterprise. The examination of the nature of the 
industry is the external environmental analysis, while the study of the firm's own 
capabilities is the internal environmental analysis. Both these areas of analysis need 
to be discussed because they fomrthe basis for the strategy formulation process. 
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2.2.4.1 External environmental analysis 
A firm must study the dimensions of the industry of which it is a part. Porter (1980:4) 
has found that profitability and success in one industry can vary markedly from the 
profitability and success in another. The individual firm therefore needs to analyse the 
industry of which it is part in terms of its structure and dynamics (Harrigan, in Steiner, 
Miner & Gray 1977:363-4). 
a. Industry structure and dynamics 
Industries are usually defined either according to the competitors in the particular 
industry, or in relation to the products and market segments being addressed by the 
firms in the particular industry. Since this study focuses on the short-term insurance 
industry in South Africa, the industry boundaries for the purposes of the study are 
limited to the type of service provided, namely short-term insurance. 
To analyse the factors that decide the success or failure of firms in an industry, the key 
structural features producing the forces that drive the profitability in that industry 
should be identified. According to Porter (1980:3-5), five primary forces influence the 
strategy of any industry, namely: 
• the bargaining power of the buyers, 
• the bargaining power of the suppliers 
• the threat of new entrants to the industry 
• the threat of substitute products or services 
• the rivalry among existing firms in the industry 
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These forces vary in detail according to the nature of each industry, but the level and 
intensity of the competition in that industry will be decided by the specific strategies 
adopted by the firms active therein. 
Porter's model facilitates the understanding of the econormc and technical 
characteristics of an industry. He warns, though, that the structure should be 
distinguished from the many short-run factors that may affect the competition and 
profitability in a transient way. This model can be applied to the short-term insurance 
industry in South Africa. Figure 6 shows schematically how these forces could be 
applied. 
Porter's model provides a useful framework against which to examine a firm's potential 
strengths and weaknesses. The management of any firm wishing to build a sustainable 
competitive advantage in the industry must examine its competitors in the industry, the 
needs of the customers, the channels of distribution and the forces identified by Porter 
(Pearce & Robinson 1990: 197). Identifying the CSFs for the industry is an extremely 
valuable means of clarifying the firm's competitive strengths. This technique could 
show where a firm might need to build core competencies to ensure its success. 
To form a basis for understanding the characteristics of the South African short-term 
insurance industry, the discussion below will deal with the forces as identified by Porter 
and applied to this industry. 
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Figure 6 Competitive Forces in the insurance industry 
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i. The bargaining power of the buyers 
There is increasing sophistication among buyers of insurance, especially in their 
awareness of their buying power. Many larger enterprises now appoint specialists to 
negotiate the purchasing of their insurance. In this regard, South Africa also has an 
active insurance broking sector, which increases the pressure on insurers to remain 
competitive. Eppink {1987:32) points out that consumer organisations in the 
Netherlands, JlS well as in other countries, are informing consumers in detail about the 
advantages and disadvantages of the range of insurance products available from 
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insurers. This trend has started in South Africa, but not yet to the extent apparent in 
Europe and the USA 
The short term nature of the contracts between insurers and insureds in this industry 
results in :frequent review of the position of both these parties with regard to continuing 
the relationship. Buyers can (and often do) change their insurance policies from one 
insurer to another. The activities of insurance brokers, providing a selection of 
insurers' products and placing risk at the most favourable terms to their customers, 
make the industry extremely competitive. 
ii. The bargaining power of the suppliers 
Insurers have many suppliers (Eppink, 1987 :31) ranging from suppliers of stationery 
and office equipment to companies acting as agents, brokers and reinsurers. 
Insurers are large investors in information technology and the cost of computers and 
their allied technology can greatly affect their cost structure. However, the 
infrastructure of insurers is not the "product" they sell. Their ability to underwrite risk, 
based on their financial basis and their technical knowledge in the selection and pricing 
of risk, is their "product". 
While many insurers may argue that they can write business on their own terms, their 
reinsurance arrangements are crucial in deciding the size and types of risk they will 
accept. The availability of reinsurance capacity is a major factor in the underwriting 
process. Reinsurers therefore act as suppliers of risk bearing capacity for insurers. 6 The 
6 Chapter 5 is devoted to the processes and effect of reinsurance on the underwriting activity of 
short term insurers. 
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cost of reinsurance may influence the pricing of insurers' policies. The capacity of the 
reinsurers to carry risks of a certain nature will also decide how much of a risk an 
insurer will reinsure, and how much risk the insurer will retain for its own account. 
iii. The threat of new entrants to the industry 
The South African short-term insurance industry now consists of 45 firms actively 
underwriting business, although 12 of these companies 7 underwrite the bulk of the 
business written. The entry of new firms is rare and difficult, because of the 
requirements set by the Financial Services Board and the extent of financial investment 
required to set up an insurance company. Insurers have to be incorporated as 
companies8 and the legal process is therefore regulated by a variety of legislation. 
As will be shown later in this study, growth in premium income requires considerable 
financial resources from the insurer, because the acquisition costs are incurred initially, 
and the premium is earned over the period of cover provided. To maintain an adequate 
level of solvency, an insurer needs to have access to shareholders' funds which are 
extensive enough to cover the premium added to its underwriting portfolio. For new 
entrants to the industry, the problem of maintaining adequate solvency is exacerbated 
by the additional costs of establishing a new operation. The industry therefore has 
few potential entrants. 
7 This was illustrated on page 3. 
8 Article 4 (3)(b)(i) of the Insurance Act 27of1943. 
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iv. The threat of substitute products or services 
The potential insurance client is not compelled to insure. Although there are 
contractual cases9 where insurance is mandatory, each person is free to evaluate the 
cost of insuring against the risk of unprotected loss. If the risk is not perceived as 
particularly high, or if there are sufficient resources to fund possible losses, the 
potential client may decide not to insure. In effect, the client is substituting self-
insurance for insurance. 
Larger businesses may even decide to create their own wholly owned "captive" 
insurance company, geared specifically to provide for their own losses. Any 
underwriting profits are then retained by the business. Some brokers also have the 
approval from some insurers to underwrite risks through an underwriting agency. 
Such brokers will then operate in direct competition to the insurers. This widens the 
choice for those insurance buyers who would, for whatever reason, elect not to insure 
directly in the established insurance market. 
v. Rivalry among existing firms in the industry 
The South African short-term insurance industry has experienced a protracted rate war 
for some years. This suggests a high level of competition within the industry. The 
insuring public views the process of short term as largely generic and there is 
subsequent1y little differentiation between competitors or their products. Insurers must 
therefore develop core competencies to enable them to compete effectively, such as 
customer service levels and logistical aspects such as computer systems and branch 
9 Hire purchase agreements, leases and bonds over property, et cetera. may contain a clause in their 
contracts which requires the owner to insure the property. This is aimed at safeguarding the 
lender's interest in the property. 
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networks. 
It is possible for the competitive forces in an industry with few participants to tum 
destructive. For instance, rate wars may emerge where the pricing of risk is mandated 
by the need to be competitive, instead of being based on the value of the risk. In the 
USA, competition between insurers on pricing is regulated by laws requiring prior 
approval by regulators for changes in rates10 (Dionne & Harrington 1992:632). In 
South Africa, there has been no attempt to achieve this level of regulation. In this 
country, rate increases are implemented as a result of poorer underwriting results. 
Increases in rates are tempered by the possibility of losing market share (Harris 1994: 
84-5). 
b. Strategic groups within the industry 
Firms in a particular industry that follow similar strategies and serve similar customers 
may form strategic groupings. A study of these groupings will serve as a technique for 
analysing the structure of the industry. Firms in one grouping will compete with other 
groupings and even within a grouping. 
Feigenbaum and Thomas (1990:197-215) have identified several strategic groupings 
in the American insurance industry. Each of these groups followed individual 
strategies. They found that the fire, commercial multi peril and ocean-marine 
underwriters followed a diversified strategy. This strategy would typically involve 
complementary resource deployment decisions, with resources allocated to one class 
10 The McCarran-Ferguson Act, passed in 1945 in the USA, required insurers to post their rates with 
regulators. It should be noted that the regulation of insurers in the USA did not arise from an 
intention to regulate only the pricing of insurance. The regulation there monitors several other 
aspects, such as insurer solvency and harmful practices. 
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of business being used in part for the other classes as well. Personal lines underwriters, 
on the other hand, followed a focused strategy, and were more inclined to adopt an 
efficient production strategy. This strategy concentrated on the reduction of overhead 
costs and the maximisation of productivity. These personal lines underwriters also 
tended to adopt a more conservative investment strategy. 
Other strategic groups are created, exist and decline over time. Feigenbaum and 
Thomas (1990) comment that they found that insurance firms changed their strategic 
positions frequently as their key strategic variables changed. Some of these variables 
were identified as the frequent regulatory changes in the insurance industry, the size of 
liability/malpractice claims and macro environmental forces. The changes in these 
variables have tended to increase the turbulence of the insurance environment, which 
American insurers have had to counter with frequent competitive changes. 
According to Feigenbaum and Thomas (1990:197-215) the three dominant groups of 
diversified, focused life and focused personal lines insurances are a stable and integral 
part of the industty structure in the USA. Firms with a high degree of stability in their 
structure will also have a high degree of inertia about the quality of their current 
strategic decisions and their relationship to performance. They may be reluctant to 
accept the need to change. Although this study does not intend to compare the 
American insurance environment with that of South Africa, it will establish whether the 
much smaller short-term insurance industry here also supports distinct groupings. 
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2.2.4.2 Internal environmental analysis 
Internal environmental analysis concentrates on the firm itself It is essentially 
concerned with the capabilities of the firm. There are several approaches to the internal 
analysis of a firm. These approaches include analysis of the firm's value· chain, its 
resources, its corporate culture, analysis of its past and present results and 
identification of its competencies. 
a. The Value Chain approach 
A firm strives to gain a competitive advantage by identifying the strategically important 
activities - those that it must do cheaper or better than its competitors (Pearce and 
Robinson 1990:190). To this end, the management systematically reviews the series 
of activities that the firm performs to give its customers a product. Management must 
then establish what the nature and extent of the synergies between the firm's internal 
components are. This process must start with the analysis of the firm's value chain. 
The "value chain" approach was developed by Porter (1985:47) and can be used to 
assess the firm on the basis of its important activities. The firm must perform these 
important activities better or more efficiently than its competitors, with the objective 
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of maximising the value added by each of these activities to the buyer of the product 
or service. The firm that can add more value than its competitors will gain a 
competitive advantage over them. The value chain approach views each activity of the 
firm as making a contribution to the eventual value of the product or service being 
produced. These activities all add value to the process. 
Porter identified five primary categories of activities in the value chain approach. 
Primary activities are those involved in the physical creation, marketing, delivery and 
after-sales support of the firm's product or service. The five primary activities are as 
follows: 
• inbound logistics (activities such as risk information gathering, and 
establishing rating structures for risks to be insured) 
• operations (relating to the transformation of the inputs into the actual product, 
such as the production of policy schedules and the payment of claims) 
• outbound logistics (which could be the delivery of the policy or claims 
cheque) 
• marketing and sales (concerned with providing the means by which to bring 
the product to the client's attention, and convince him (or her) to buy it) 
• the activity of service (focused on enhancing or maintaining the value of the 
product) 
There are also the support activities, for example the procurement of purchased inputs 
such as stationery and machinery, technology development, human resource 
management and the firm's inf rastmcture. 
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The value chain approach allows for the systematic analysis of the firm's existing or 
potential strengths and weaknesses (Pearce and Robinson 1990:193). Using this 
approach, management can identify the key internal factors that could be potential 
sources of competitive advantage to the firm (Ohmae 1988:149-156). Management 
will also use the value chain approach to decide if existing activities can be adjusted to 
allow better sharing of resources, and to improve the firm's competitive position. 
Eventually the value chain of the firm should be incorporated into a value system, 
where the value chains of all the participants during the making and delivery of a 
product for a consumer are integrated. The value system for providing an insurance 
service should therefore include the value chain for the reinsurer (supplier), and the 
value chain for the brokers and agents providing the sales channel with the value chain 
of the insurer. 
b. The firm's resources 
Any firm has unique resources. For an insurer, these are its staff, branch network, 
computer systems, communication facilities and insurance products. However, these 
resources will also be nonphysical and may consist of the technical insurance 
knowledge of the staff, the access to markets through relationships with reinsurers and 
brokers, and the goodwill of customers (market image). These internal factors can be 
analysed along functional lines, the objective of the exercise being the isolation of those 
internal capabilities that are most critical for success in a particular competitive area 
(Pearce & Robinson 1990:188). 
c. The firm's corporate culture 
The corporate culture of a firm also influences the extent of its success. Corporate 
33 
Chapter2 Critical success factors 
culture means those rites, rituals, myths, legends and actions within the firm that are an 
indication of how people in the firm should behave. The culture of a firm can be 
measured by means of characteristics such as: 
• individual autonomy 
• structure and corporate politics 
• support of subordinates 
• identification by managers with the goals of the firm 
• performance reward systems 
• conflict tolerance 
• risk tolerance 
• symbols and symbolic actions believed by managers (Rue & Holland 
1989:141) 
Corporate culture is influenced by the history of the firm (including past results) and 
the environment in which it operates. 
d. Past and present results 
It is essential that the internal analysis of the firm should include an in-depth evaluation 
of the performance obtained in the past. These results should be expressed in financial 
terms. For an insurer the percentage of losses incurred against premiums earned, 
and/or the ratio of expenses to the premium earned, and/or the ability to cover claims 
(solvency) are important criteria to analyse. In the USA, the National Association of 
Insurance Commissioners uses several tests to gauge the relative efficiency of property-
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liability insurers. 11 
However, other non-financial factors such as market share or product quality could also 
be used. 
e. Identifying the firm's competencies. 
The objective of internal analysis is to find the firm's strengths and weaknesses. A 
weakness would be a function that the firm is unable to perform as well as its 
competitors. Conversely, a strength is a function that the firm can perform particularly 
well compared with the abilities of existing or potential competitors (Pearce & 
Robinson, 1991:193). A factor that is a strength will give the firm a source of 
competitive advantage. Pearce and Robinson (1991:193) observe that such a 
competence is not merely something that the firm can do. Instead, it is specifically 
related to being able to perform that competence to the extent that it will give the firm 
an advantage over its competitors in the marketplace. These distinctive abilities are 
known as the firm's core competencies. 
For example, core competencies for the short-term insurance industry would include 
data analysis facilities, access to risk capacity through own financial resources and 
reinsurance, sufficient trained staff and technical knowledge and the ability to apply 
innovative thinking to typical risk management problems. 
11 Short term insurers are also referred to as property-liability insurers in the American literature. In 
view of the South African emphasis of this study, the nomenclature of• short term insurers" will 
be used throughout the study. The terms are interchangeable. 
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2.3 SUSTAINABLE COMPETITIVE ADVANTAGE 
The discussion above centres around internal and external environmental analysis. The 
internal analysis is aimed at finding the firm's strengths and its weaknesses. The 
analysis of strengths and weaknesses is generally used to find the core competencies 
of the firm. 
External analysis looks at aspects outside the firm, and would entail a review of the 
market the firm is in and the competition it faces in that market. These two types of 
analysis are then combined in a matching process. Since the CSFs identified will be the 
main strategic focus areas for the business, it should align its competencies to the CSFs 
so that it will not waste any effort developing competencies that are not relevant to its 
success. The matching of distinctive competencies to the critical success factors for 
the industry forms the basis for employing the correct strategy, as that strategy would 
then be assured of a better chance of success. 12 The culmination of the external and the 
internal analysis, the correct development of competencies and the employment of the 
appropriate strategy will therefore result in the firm attaining a sustainable competitive 
advantage. 
This process is illustrated in Figure 7. In reality, the process repeats itself constantly 
as change in the external environment creates new CSFs for firms, or as change in firms 
enables them to develop new competencies. Such new competencies could then be 
developed further to enable the firm to perform better in its market/industry. 
Some competitive advantages will even be so that they can be used advantageously 
12 The firm would then not waste effort in the pursuit of competencies that are not relevant to its 
success factors. 
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beyond the usual business of the firm This advantage will then become a distinctive 
competence forthe firm (Rue & Holland 1989:135) Not all organisations are able to 
develop distinctive competencies, but where they can, such competencies should be 
identified as part of the internal analysis process. 
Figure 7 The route to sustainable competitive advantage 
Internal Analysis 
' Strengths/Weaknesses 
Core Competencies 
External Analysls 
' Competitors Industry Market 
Critical Success Factors 
\ Match between Core Competencies } ~ and Critical Success Factors ~
' Employing the Correct Strategy 
Attaining a Sustainable CompetitivE 
Advantage 
If a firm is to succeed, its management must define the correct competencies to be 
developed internally to enable the firm to address the CSFs in its environment. 
However, before the development process can begin, the CSFs must be identified. 
To understand this role of CSFs in the planning process, it is necessary to discuss the 
nature of the CSF concept. The following section will therefore start by developing a 
definition of the CSF concept. 
37 
Chapter 2 Critical success factors 
2.4 DEVELOPMENT OF A DEFINITION OF THE CRITICAL 
SUCCESS FACTOR CONCEPT 
The concept of CSFs was first mentioned by Daniel (1961: 111 ). At that time, there 
was a management information crisis in companies that did not focus on their strengths 
and weaknesses in respect of their known and acknowledged success factors. 
Companies that were less successful appeared to have a common problem. This was 
inadequate management information in an increasingly complex world. The origin of 
this problem lay in the gap between a static information system and changing 
organisation structures. 
To make management planning more effective, Daniel advocated an awareness of 
information from sources other than the traditional sources, such as the firm's 
accounting ones. Firms should look for information based on success factors that are 
non.financial in nature (Daniel 1961: 117}, for instance those that are not part of their 
usual accounting information. Examples of such nonfinancial factors are the growth 
of the market, improvement of the technology available to the firm, or the morale of 
employees. He contended that firms were not paying enough attention to these factors, 
but were instead using traditional information sources such as data provided through 
their routine accounting reports. This restricted view limited the ability of management 
to perceive and act on changes in the environment. The increasing complexity of the 
environment was making it difficult for executives to modify their planning and control 
systems to cope with environmental pressures. 
Daniel's main thrust was the need for the elimination of issues not directly related to the 
success of the firm in the planning process of management information systems. 
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Although he was writing at a time when the availability of management information 
through the widespread use of electronic data processing was in its infancy, he 
identified fulfilment of the information needs of the executive/manager as a cornerstone 
for efficient management. 
Rockart (1979:81-93) used the idea of identifying the information needs of the 
executive manager based on the key factors for success, suggesting that the CSF 
concept would be useful as an information systems methodology. Rockart (1979:85) 
defined CSFs as follows: 
Critical success factors thus are, for any business, the limited number of areas in which 
results, if they are satisfactory, will insure successful competitive performance for the 
organisation, they are the few key areas where 'things must go right' for the business to 
flourish. If results in these areas are not adequate, the organisation's efforts for the period 
will be less than defined. 
Rockart did not specifically recommend the CSF method for the development of 
detailed systems requirements specifications (Boynton & Zmud 1984:17). He 
suggested that the concept could identify critical areas of concern, and that once these 
areas were known, it would enable initial descriptions of information that would in tum 
permit appropriate measuring of performance in those critical areas. The main points 
raised by Rockart were, firstly, that CSFs provide a focal point for directing a 
computer-based information system, and secondly, that the CSF method would lead 
to an information system that would isolate key areas that would require management 
attention. 
The themes of both Daniel and Rockart's approaches were the provision of better 
information to management for more effective planning and control. The important 
contribution of their work was the focus on critical areas, rather than a vague attack 
on all problem areas. However, while this early work on CSFs widened the view 
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beyond the traditional view of factors that decide the success of the firm, their 
approach was also limited by the view that success factors could be applicable only to 
the firm itself. CSFs for an industry were considered peripheral to the need for 
planning and control within the firm. 
Hofer and Schendel (1978:77) suggested that the CSF concept could be used to analyse 
the relative competitive positions of the firms in an industry. Their definition reflects 
this expanded view: 
Key success factors are those variables that management can influence through its decisions 
that can affect significantly the overall competitive positions13 of the various firms in an 
industry. These factors usually vary from industry to industry. Within any particular 
industry, however, they are derived from the interaction of two sets of variables, namely the 
economic and technological characteristics of the industry involved ... and the competitive 
weapons on which the various firms in the industry have built their strategies .... 
This definition introduced the key feature that makes business strategy different from 
other kinds of business planning - the focus on competitive advantage. Another 
important aspect of this definition is the acknowledgement that the characteristics of 
the industry affect the CSFs for the firms in that industry. 
Munro and Wheeler (1980:27-38) also suggested that CSFs could be used to direct an 
organisation's efforts in developing strategic plans. This approach widened the 
attraction of the idea to include the arena of strategy formulation and planning. The 
advantage of a focus on essential issues provided by the CSF concept makes it a useful 
tool for the development of a competitive strategy (Ohmae, 1982:42). Ohmae 
suggests the strategy making based on the prior discovery of the CSFs for the firm. 
13 Author's italics. 
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For the purposes of this research, and after consideration of the various definitions 
discussed above, this study will regard CSFs to mean those few areas of opportunity 
for an industry in which excellent performance will decide the financial success of 
the firm over the long term. This definition includes, but does not limit the use of the 
concept to strategy and planning. 
2.S COMPETENCIES AND CRITICAL SUCCESS FACTORS 
A clear distinction should be made between the concepts of competencies and critical 
success factors, because these concepts are sometimes mistakenly interchanged in the 
literature. For example, Leidecker and Bruno (1984) applied CSFs to the problem of 
managing those factors that contribute most to the success of the firm. Leidecker and 
Bruno (1984:24) define CSFs to be: 
... those characteristics, conditions, or variables that, when properly sustained, maintained, 
or managed can have a significant impact on the success of a firm competing in a particular 
industry. A CSF can be a characteristic such as a price advantage, or it can also be a 
condition such as capital structure or advantageous customer mix; or an industry structural 
characteristic such as vertical integration. 
Tilis definition suggests that an industry presents an environment for the firm as shared 
• 
"characteristics, conditions, or variables" that will decide the relative success of firms 
competing in that industry. The wording of the definition also suggests that firm-
specific attributes may be CSFs. According to this definition, CSFs may be both 
internal (applicable to the firm) and external (applicable to the industry). Leidecker 
and Bruno refer further to the actions required to achieve success in a given industry 
as the CSFs that must be "properly sustained, maintained, or managed". This context 
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of CSFs (as used in the definition) apparently views CSFs as an internal capacity 
under control of the management of the firm. The definition by Hofer and Schendel 
also makes this assumption, because their definition states that "management can 
influence through its decisions" the key success factors of the firms in an industry. 
Roe.kart's original definition more correctly places CSFs as areas in which performance 
should be of a certain standard to achieve success. CSFs exist in the environment of 
the firm. They are found in a variety of guises, and the firms operating in that 
environment should develop competencies as a response to the opportunities that those 
CSFs represent for the firm. 
Table 214 shows examples of how core competencies can be distinguished from CSFs. 
In this table, there are several differences in the competencies for the various firms in 
the microchip industry, although they compete in the same industry. Furthermore, the 
microchip industry has one set of CSFs which may be quite different from that 
applicable to the automobile industry. Firms competing in an industry should adjust 
their core competencies to differentiate their competitive edge. Some firms will even 
share certain core competencies - both Intel and AMO have strong competencies in 
innovating new products, while both have strong manufacturing capabilities. However, 
none of these competitors has identical sets of core competencies. This allows them 
to compete, and the competitor with the set of core competencies best suited to the 
CSFs in their particular industry will be the most successful. 
14 Adapted from Leidecker & Bruno (1984:24). In the original, the core competencies are 
referred to as CSFs for the firms in the semiconductor industry. The CSFs shown for the 
Automobile industry were adapted from Daniel (1961). 
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The ability to compete effectively in a particular industry depends mainly on the 
internal capabilities of the firm (Pearce & Robinson, 1991:190). Firms competing in 
the same industry may have different capabilities. For example, one insurer in the 
South African short term market may have access to technical insurance knowledge 
that is better than that available to some of its competitors. These different 
competencies may vary in other respects as well, such as marketing skills, managerial 
talent, financial resources or technological sophistication. Thus, each insurer may be 
unique in some vital aspects. These unique abilities will provide advantages to the firm 
and enable it to compete effectively against its competitors. If all insurers were to 
allocate their resources in 1he same way as 1heir competitors, none of them would have 
a competitive edge. 
Internal analysis of the firm's resources, capabilities and past performance will be futile 
Table 2 Comparison between CSFs for industries and core competencies for firms 
Automobile 
indust 
Styling 
Strong dealer network 
Manufacturing cost 
control 
Ability to meet EPA 
standards 
Critical success factors - industry 
Semiconductor industry 
Manufacturing process 
Cost efficient, innovative, 
cumulative experience 
Technological competence 
Adequate technical product 
development 
Capital availability 
Food processing Ute insurance 
New product development Development of agency 
personnel 
Good distribution Effective control of 
Effective advertising 
clerical personnel 
Innovation in policy 
development 
Innovative advertising 
Marketing strateay 
Core competencies - firms in the semiconductor industry 
National Intel AMD Avantek 
Broad product line Innovator and leader in Proprietary innovative Strong transistor product 
technology products line 
Large efficient production Does not compete in 
capacity Strong product price sensitive markets Solid customer range 
development and Effective location of 
Vertically integrated customer service fabrication and assembly High yield manufacturing 
capability Operationally strong 
Innovative packaging and technical marketing 
assembly operations High margin proprietary capabilities 
devices 
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if those dimensions are not related to the environment in which the firm operates. 
Analysing the external environment is therefore also essential for the management of 
the firm. 
An industry would have specific CSFs to which firms operating in that industry would 
respond by building competencies. Therefore, viewing CSFs as areas of opportunity 
sets the concept of CSFs firmly in the external environment of the firm. The response 
of the firm to these CSFs would be to build capabilities that make it possible for the 
firm to maximise the opportunity provided by a particular set of CSFs. Creating and 
developing those capabilities is the internal task of the management of the firm. 
This is illustrated in Figure 8. In this figure, the environment (the outer circle) of the 
industry is shown as having a particular profile (the set of CSFs) to which the firms in 
that industry can form their competencies so that those competencies can "fit" to the 
CSFs. Firm A, for instance, has found a niche in the industry by matching its 
competencies to several CSFs available in that industry. In the illustration, all the 
points of CSFs in the profile presented by the environment (outer circle) have been 
touched on by the fonnation of the firm's competencies according to that profile. Firm 
A may therefore compete effectively by responding to each of its CSFs. 
Firm B, on the other hand, will find a different set of CSFs for which it may wish to 
build a set of competencies. Some CSFs even overlap with those of Firm A, and in 
those cases of commonality of CSFs all the firms sharing in the overlap will compete 
in respect of those CSFs. 
If a firm has not matched its competencies fully to the CSFs (as Firm B has not 
managed to do in the illustration) the probability of success for that firm is reduced. 
The firm would either not recognise the existence of the CSFs or would not be able to 
respond effectively to other firms that have achieved a more thorough match. 
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There are several CSFs in Figure 8 where firms have not "shaped" their competencies 
to that particular set of CSFs. This would be an opportunity for new firms to achieve 
a niche for themselves, or for existing firms that are not comfortable in a competitive 
situation to shift their focus to new areas of opportunity in their industry. 
Figure 8 How finns can match their competencies to the CSFs in their environment 
Environment of 
CSFs 
It is crucial that the firm knows what the CSFs for its industry are to enable it to 
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develop the correct strategy. Establishing the CSFs for the industry in which the firm 
operates is an essential part of the process of external environmental analysis . 
.. i~~~~:!:;;i::·· 
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2.6 A CLASSIFICATION OF CRITICAL SUCCESS FACTORS 
To enable this research to structure the many different CSFs that it will discover, it is 
necessary to classify CSFs according to the uses for the concept. Such a classification 
can help the discovery process in allowing a certain amount of discrimination between 
the various functions, as it is unlikely that the companies surveyed will have formulated 
a generalised framework for their CSFs. CSFs can be classified (Dickinson et al 
1985:45) as follows: 
1. those inherent in the way business is done in an industry. Insurance 
companies will have CSFs different from those that apply to the closely related 
banking industry. For instance, the short-term insurance industry depends 
largely on reinsurance arrangements to ensure that the risks underwritten are 
spread as widely as possible. This practice safeguards them against disasters 
that may threaten their continued existence. The nature of reinsurance 
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arrangements could therefore be a CSF for the industry 
2. those that are developmental and relate to a firm's capabilities, such as 
development of new resources and skills, standards of management, 
infrastructure like branches and computer systems 
3. those that are functional and relate to executing plans, including such 
functions as risk control, claims handling, hiring and training of suitable 
employees, marketing, sales, and meeting budgets and the retention and 
growth of the client base 
4. those relating to the environment - such as the crime rate, niche markets, 
foreign competition and the degree of external regulation 
This classification was used in the empirical research for this study. 
2. 7 ESTABLISHING THE CRITICAL SUCCESS FACTORS FOR AN 
INDUSTRY 
An analysis of the industry is required to establish what the CSFs for an industry are. 
Leidecker and Bruno (1984 :26) identify some techniques for identification of CSFs. 
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2. 7.1 Environmental analysis 
Environmental analysis has a macro focus, and relies on environmental scanning, 
econometric models and sociopolitical consulting services as sources of information. 
2. 7 .2 Analysis of industry structure 
Analysis of the structure of the industry as suggested by Porter15 could be a useful base 
for discovering CSFs. This process involves the identification of the five components 
(barriers to entry, substitutable products, suppliers, buyers and interfirm competition) 
that influence the firm's success in a given industry. This approach may be useful to 
find macro and industrial CSFs, but less so for finding CSFs for a specific firm. It 
could, however, provide a good platform for structuring this research. 
2. 7 .3 Industry experts 
A further approach involves the gleaning of information from people who have an 
excellent working knowledge of the industry. This approach is not as objective as the 
more analytical approaches, but according to Leidecker and Bruno (1984:27), this 
technique is a rich, though subjective, source of CSFs. A disadvantage of this method 
is that the information obtained may be no more than biased opinion, and therefore 
provides a tenuous base for the development of strategy. 
15 This approach was discussed on page 31 
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2. 7.4 Analysis of competition 
One method that could be used to find CSFs is the analysis of the competition. This 
analysis is different from the analysis of competitors as proposed in the Porter model 
in that the focus is on the competitive environment of the firm itself rather than the 
wider view of the industrial structure approach. 
2. 7 .5 Analysis of the dominant firm in the industry 
If there is a leading firm in an industry, analysis of the way in which that firm conducts 
its business may lead to the identification of CSFs for that industry. The leading firm 
will set the success patterns for the other firms in that industry. However, other firms 
will find niche markets that the leader has chosen to ignore, and then exploit them to 
its advantage. Of course, if such a strategy is being contemplated, analysis of the CSFs 
for the leader will be essential. 
Information about the dominant firm may be readily available from internal staff and 
consultants or from other industry experts. This method may be a practical approach 
to the discovery of CSFs for the South African insurance industry, since the bulk of the 
business is written by a few firms in the industry. There may be more than one 
dominant firm, but there will be little variation between those firms with regard to the 
CSFs for the industry as a whole. 
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2. 7 .6 Company assessment 
It is possible to analyse a specific firm, and to find the CSFs that are unique to it. The 
process is concerned with establishing where the firm succeeds and where it fails. 
There are various methods for the analysis, such as listings of strengths and 
weaknesses, resource profiles, strategic audits and the determination of strategic 
capabilities. An example of such an analysis is fmmd in Boynton and Zmud (1984:22), 
where they set out a map for the CSF procedure at a financial services firm. The 
procedure is based on interviews with staff members, resulting in the listing of several 
CSFs. The list is then fed back to the staff to promote organisational redesign and 
strategic planning. 
This analysis has a narrow focus, and does not fall within the scope of this research, 
which is primarily aimed at the industrial analysis of CSFs. 
2. 7. 7 Temporal and intuitive factors 
This approach focuses on the intuition and insight of individuals who are familiar with 
the firm. The approach is firm-specific, and could be subjective. It could, however, 
lead to the isolation of CSFs which more conventional methods will not identify. 
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2.7.8 Profit impact of market strategy (PIMS) results 
The PIMS programme developed by the Strategic Planning Institute in Cambridge, 
Massachusetts can identify major strategic influences on the profitability and cash flow 
for the firm (Cravens 1982:82). These influences have been identified to be: 
• investment intensity 
• productivity 
• market position 
• growth of the served market 
• quality of the products and/or services offered 
• innovation/differentiation 
• vertical integration 
• cost push 
• current strategic effort. 
These influences may be key determinants of profitability, and as such can provide a 
starting point for CSF analysis. However, there is no specific method of analysis for 
progressing the PIMS results to a set of CSFs, and the PIMS results do not necessarily 
show the relative importance of the various CSFs for the firm. Some variables used 
in the PIMS analysis may also be difficult to apply to the business of short-term 
insurance. 
51 
Chapter 2 Critical success factors 
2.8 THE APPROACH TO BE USED IN TIDS RESEARCH 
Given the industry-specific focus of this research, some of the methods for finding 
CSFs discussed in this chapter could not be used in this research. Specific company 
assessments, or assessments based on temporal or intuitive factors will obviously not 
enable a proper analysis of CSFs for the industry. Furthermore, aspects such as the 
quality of the products and 'of services offered, the extent of vertical integration and 
current strategic effort could make the application of the PIMS model difficult for 
short-term insurance. 
In view of the very wide application of environmental analysis, that method will also 
be ignored. 
Since the South African short-term insurance industry has few active insurers, and 
since the industry is dominated by a few insurers, analysis of the dominant firm or firms 
provided a useful point of departure. It could also be assumed that the senior 
management of those firms are to be considered industry experts and that they can 
provide valuable information for identifying the CSFs for the industry. Survey 
questionnaires sent to the senior management of insurers in the South African short-
term insurance industry was therefore the method decided upon to discover CSFs. The 
questionnaires were planned around an analysis of the industry's structure, using 
Porter's model, with the CSFs identified in the literature study. The major activities of 
these insurers also provided a useful starting point for the questionnaires and for 
further discussions with the insurers concerned. 
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2.9 SUMMARY 
This chapter reviewed the development of the CSF concept through a overview of the 
of the strategic planning process. Environmental analysis, both external and internal 
that leads to the identification of the business's core competencies and its CSFs was 
identified as an important basis for the establishment of a sustainable competitive 
advantage for the firm. 
The historical development of the CSF concept through the work of Daniel and 
Rockart was discussed, and the importance of matching the core competencies and the 
CSFs for the business was identified as an important part of the strategic planning 
process. Methods for the identification of CSFs for an industry were reviewed and a 
suitable approach for this study selected. 
The following chapters will investigate the nature of the South African short-term 
insurance industry in detail to provide an understanding of the dynamics of the industry 
and what the factors are that make up relative success in this industry. Chapter 3 deals 
specifically with the processes and structure of the South African short-term insurance 
industry, with particular attention to the financial accounting processes involved. 
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SHORT-TERM INSURANCE 
3.1 INTRODUCTION 
To place the preceding discussions about CSFs for insurers and the general theory of 
strategic planning in perspective for the South African short-term insurance industry, 
this chapter will deal with the nature of short-term insurance, and the methods and 
practices involved in the activities of insurers. This detailed discussion is necessary 
~---
because the operation of insurance companies differs significantly from that of other 
__ ,, __ .'"_•_ ---·-·--"-·"~~-~~-~-------------------~---·-~~ ·----.------
-~~ial ~!itutions. Several aspects of the operation of short-term insurers are dealt 
with in this chapter that will be more fully discussed in later chapters. 16 Using the cycle 
of value added for shareholders introduced in Chapter I as the base of this study, the 
content of this chapter builds on the strategic framework of the previous chapter and 
concentrates on the methods and processes employed by short-term insurers to achieve 
profitability. This chapter and the four that follow it deal with the internal cash flows 
of short-term insurers. 17 
The chapter concludes with a discussion of the revenue and cost factors that together 
determine the financial success or failure of an insurance firm. The results posted by 
the South African short-term insurance industry since 1975 are reviewed and the 
variation in these results over time is discussed. 
16 
17 
For instance, the investment function is mentioned in this chapter to clarify its purpose for the 
reader, but it is then discussed in more detail in chapter 9. 
These cash flows are summarised in Figure 17. 
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Figure 9 The position of the internal cash flows in the value cycle. 
Market value of 
securities 
Measurement of 
profitability 
t 
Internal 
cash flow 
Retained 
funds 
Strategic 
planning 
External 
financing 
'··. 
' 
~\ 
v 
Total investment 
funds from internal 
and external 
sources 
Resources for 
growth or defence 
of competitive 
position 
Insurance companies do not sell a tangible asset, but a service. This service is different 
from other services, because delivery thereof is subject to the probable happening of 
a future event. The management of such a business has a special responsibility to the 
public to conduct its business soundly and efficiently (Melamet 1988:6). Insurers do 
not only bear their own operating risks, but they are in business to bear the risks of 
others. The success of insurers, their success inter alia depends on their ability to 
anticipate the size and timing of the losses covered by their policies (Kopcke 1992:43). 
Because the nature of short-term insurance is such that there may be some aspects of 
its operation that are unique to this type of enterprise, the first part of this chapter will 
review the history of short-term insurance and the processes followed in transacting 
short-term insurance. Some characteristics of the industry will then be reviewed. 
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3.2 ORIGINS OF INSURANCE 
Despite extended research by insurance historians, the origins of insurance are still not 
clear (Carter 1983:10). As early as 3 OOOBC, the Babylonians developed marine loans 
containing a principle intended to relieve the borrower of the need to repay the loan or 
the interest if the vessel were lost at sea (Pfeffer & Klock 1974:5). The ancient 
Chinese traders had also adopted the practice to spread the cargo between several 
vessels to reduce the risk of a loss for any one consignment. 
The present-day forms of insurance were developed by the merchants in the city states 
of northern Italy. As their activities spread to the Dutch states and the British Empire, 
it became necessary for those states to regulate the activities of insurers (Pfeffer & 
Klock, 1974:12). The Duke of Flanders granted a charter for the creation of a 
Chamber of Assurance at Bruges, the charter allowing the Chamber to underwrite 
marine risks. 
The first fire policies were issued in London in 1680, after interest in fire insurance 
had been stimulated by the Great Fire of London in 1666. These forerunners of many 
larger insurers of the today were formed in those years. The Royal Exchange, for 
instance, was formed in 1720 and still exists in the Guardian Royal Exchange (Carter 
1983:15). 
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3.3 BASIC CONCEPTS 
Insurance has become such an integral part of the economic system that the principles 
and the basic concepts underlying the practice of this industry are probably regarded 
as self-evident. Unfortunately this assumption can lead to further confusion and this 
section of the study will deal in some detail with the basic concepts of the insurance 
system. These are the concepts of risk, loss, peril and hazard. 
3.3.1 Loss 
For insurance purposes, a loss is the actual occurrence of an unexpected reduction or 
disappearance of economic value of an asset (Crane 1984:5). Losses may be the result 
of destruction or disappearance of property, loss of income, loss because of legal 
liability and losses that result in unexpected expenses. The occurrence of the loss must 
be unexpected, because predictable losses could represent a risk that may be beyond 
the scope of the insurance system. For example, one cannot insure against possible 
losses due to the sun rising tomorrow. Instead, one could establish a fund to cover the 
inevitable cost. 
3.3.2 Peril 
The source of a loss is called a peril. Perils may vary from fire, theft, negligence to 
illness. Any event which causes a loss must be attributable to some or other peril. 
Identifying the exact cause of a loss to quantify the probability ofloss is essential for 
an insurer because of that peril. 
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An essential part of the insurance system is the aggregation of many exposures, with 
like risks of loss because of specific perils, to establish statistical databases for the 
quantification of these risks. 
3.3.3 Hazard 
A hazard is any factor which increases the probability ofloss. Physical hazards are 
inherent in exposure to loss. For instance, wooden structures are considered more 
hazardous to the peril of fire than brick structures. Moral hazard occurs where an 
insured may dishonestly or carelessly cause or exaggerate a loss. Insurers may attempt 
to control physical loss by requiring installation of preventive measures, such as 
firefighting equipment, but controlling moral hazard is almost impossible, because it 
is inherent in the character of the insured. 
Moral hazard explains why the insurance contract is intimately tied to a specific of 
client. This contrasts with commercial transactions, where the behaviour of the client 
is irrelevant to the supplier of the product. The manufacturers of consumer items pay 
little attention to the character of the client who buys the product. For instance, the 
honesty or the driving habits of a client are not factors in the transaction when he or she 
buys a car, but become essential considerations when that car has to be insured. 
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3.4 A DEFINITION OF INSURANCE 
While the pooling of risk dates from the ancient mariners, insurance is still mistakenly 
seen only as a means of creating an accumulated fund to make provision for unforeseen 
losses. This view simplifies the concept to the point where the essential components 
of the insurance system are not adequately recognised, and it does not contain the 
important aspect of transfer of risk. Crane {1984:9) defines insurance as follows: 
Insurance may be defined as a system of handling risk by combining many loss exposures, 
with the costs of the losses being shared by all the participants. The term loss exposures 
refers to the objects that are subject to loss. 
Unfortunately, this succinct definition does not contain any reference to the 
mechanisms of insurance, and the following definition by Dorfman {1991 :2) refers in 
more detail to the elements of the process. 
An insurance system accomplishes the redistribution of the costs oflosses by collecting a 
premium payment from every participant in the system. In exchange for the payment of 
the premium, the insured receives a promise from the insurance system to be compensated 
in the event of a loss. In most insurance systems only a small percentage of those insured 
suffer losses. Thus, an insurance system redistributes the costs of losses from the 
unfortunate few members who experience them to all the members of the insurance pool 
(including those who suffer losses) who pay premiums. 
Insurance therefore handles risk by transferring it to an insuring organisation. This 
process involves three other concepts, namely chance of loss, degree of risk and the 
law oflarge numbers (Crane 1984:11). 
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3.4.1 Chance ofloss 
The chance of loss is also called the probability of loss. The term refers to the 
probable number of losses out of a given number ofloss exposures. Insurance firms 
try to predict the probability ofloss for a given risk by looking at the statistical history 
of similar losses in the past. Using historical losses as a basis, they believe that they can 
predict the probability of such a loss occurring in the future. 
3.4.2 Risk and uncertainty 
Uncertainty about future events is inherent in the human experience. Although careful 
planning based on all known information of a situation may reduce the element of 
uncertainty, it is impossible to eliminate all chance of the predicted outcome of the 
situation being different from the planned outcome. The wide range of factors that 
may impact on the situation is simply too extreme for certainty to prevail (V alsamakis, 
Vivian & Du Toit 1992:23). 
The degree of uncertainty associated with a situation's possible outcomes is the risk 
involved in any particular outcome. Risk is therefore not the probability that a specific 
outcome may occur, but should be defined instead as the outcome's variability of 
uncertainty. Risk is thus objectively measurable, as in the use of statistical models 
based on information about the outcome being evaluated. If the degree of uncertainty 
is such that it cannot be measured, the conclusion must be subjectively reached that the 
outcome is uncertain. 
V alsamakis et al {1992:25) distinguish between risk and uncertainty as follows: 
Risk is defined as the presence of uncertainty, where there may be uncertainty as to the 
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outcome of an event producing a loss, and uncertainty as regards the outcome of the event; 
where the degree of risk is interpret.ed with reference to the frequency with which the event 
will occur or to the probability that it will display a particular outcome. 
Insurers therefore carry risk to the extent that they undertake to fund any economic 
consequence of the occurrence of an insured event. V alsamakis et al (1992:23) go on 
to state that the aggregation of many risks inherent in the operation of an insurance 
business makes it possible for the insurer to know the extent of the risk to some 
certainty. The insurance market consequently has little or no underwriting risk, and 
acts as a mechanism for funding the financial consequences of the events insured. 18 
There are three ways to deal with risk. Firstly, risk may be avoided. This can be 
accomplished by not taking actions that involve risk - for instance, the risk of a car 
accident may be avoided by travelling by air. However, that will have its own risk, 
namely the risk of an aircraft crash. Secondly, risk may be accepted or retained by 
those exposed to the risk. This is often done when there is no way of avoiding or 
transferring the risk One of the many methods to transfer risk is to use the insurance 
system. Another common method is to contract out of a certain risk. This may 
happen, for instance, when a parking lot owner declines to accept liability for damage 
to parked cars in the contract terms for providing the parking space. 
18 This concept will be discussed later in this study when the pricing of insurance contracts is 
considered. 
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3. 4.2.1 Degree of risk 
If risk is to be managed, it must be measurable as to its degree. Risk may be low or 
high, and may vary in degree of severity. The degree of risk is the extent to which 
losses are predictable. Risk is therefore defined as the bounds within which actual 
results reflect predicted results. If a actual result varies from its expected outcome, the 
extent to which the variation occurs will be the degree of risk. As actual results come 
closer to their predicted outcome, the smaller the degree of risk becomes. To the 
extent that there is certainty about an expected outcome, there is a lower degree of risk 
of the actual outcome varying from its expected result. 19 
This concept should not be confused with the chance ofloss discussed above. Losses 
may be predictable to a high degree, but the degree of loss associated with those losses 
may be low. For instance, the chance ofloss because of earthquakes may be higher in 
San Francisco than in Johannesburg, given the history of losses attributable to 
earthquakes in both of those cities. However, the degree of risk may be similar, given 
the extent to which the occurrence of earthquakes can be predicted. 
3.4.2.2 The law of large numbers 
The law of large numbers is a mathematical principle that says that, where the 
probability of a specific outcome is calculated over a number of occurrences, and 
observations are taken of occurrences, the actual results will become closer to the 
expected results as the number of occurrences increases. This principle is the key to 
the functioning of the insurance system. According to this principle, the more risks an 
19 For instance, there is a very high degree of certainty that the sun will rise tomorrow. Therefore, 
the risk of it not rising is low. 
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insurer underwrites, the better it can mathematically calculate the probability of the risk 
occurring. As the error of prediction is thus reduced, the insurer is better to estimate 
what the actual outcome of the occurrence oflosses will be. Hence the exposure of the 
insurer is reduced. 
By combining many individual losses the insurance system is thus able to predict the 
possible aggregate total of those losses with reasonable accuracy. The insurer is not 
really interested whether one or the other of the risks insured will suffer a loss. Instead, 
the accumulation of those losses is the real issue. The experience of one insurer may 
therefore differ markedly from another, if the basis of accumulation is the same, but 
the difference will tend to become less prominent as the number of the risks making 
up that particular accumulation increases. The variability of the expected aggregate 
loss is small under these conditions and insurers thus incur little pure risk and then 
become a mechanism for the funding of the financial consequences of insured events 
(Valsamakis et al 1992:25). 
3.4.2.3 Types of risk 
Risk can be classified in several ways (V alsamakis et al 1992:27), and these 
classifications are arbitrary and not exhaustive. In monetary terms, risk may be 
classified as including the following examples: 
• the risk of unplanned fluctuation in the interest rate at which the firm borrows 
money 
• the risk that the inflation rate to which the firm is subject will vary 
. ~~~~~~~~·~~~~~~~~ 
obligations 
• the risk of unforeseen changes in currency exchange rates, where the firm is 
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influenced by such changes 
• the risk that the firm may not be able to service its debt because of its financial 
structure 
Variations in return can be caused by any of the above sources of monetary risk. 
However, these traditional sources of risk can also be classified in two general types 
(see for example, Jones, 1993: 117). The first type of risk is specific to a particular 
security, such as business or financial risk, while the second type is more pervasive in 
nature, such as market risk or interest rate risk. These types of risk can also be called 
unsystematic and systematic risks. Total risk is the sum of these types: 
Total risk = Unsystematic risk + Systematic risk (1) 
a. Unsystematic (Nonmarket) Risk 
Where a security's total returns have a variance that is not related to overall market 
variability, the variance is called unsystematic risk. A movement in a share's value 
may be unrelated to any movement in the market as a whole. For instance, the 
movement may be the result of unusual economic and environmental influences on the 
firm, such as the actions of an aggressive competitor or changes in the firm's input 
costs. Reducing or even eliminating unsystematic risk by diversification in a well-
constructed portfolio of investments is possible (Hirt & Block, 1986:87). Unsystematic 
risk is therefore not assumed to be rewarded in financial markets. However, systematic 
risk is inherent in the investment, and is rewarded accordingly by the market. 
Ellis (in Maginn & Tuttle, 1983:12) makes a distinction between two types of 
unsystematic risk. One involves the risk associated with individual securities, and is 
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called specific risk. The other, called extra-market risk, refers to risks common to 
various groups of securities. 
Extra-market risks may appear in many forms, such as investor confidence, supply and 
demand in a certain industry, or general optimism in the future of a certain type of 
business. These risks may affect the movement of securities in a group. For instance, 
positive attitudes to housing solutions may improve the value of investments in many 
industries associated with such a development Therefore, shares in construction firms 
will show a lower risk than shares in the leisure industry. Simultaneously, industries 
that operate in support of housing construction, such as mortgage lenders and real 
estate developers may also show changed risk factors because of the improvement in 
the outlook for the housing industry. Groups of securities are therefore dynamic and 
certain securities may belong to several groups. Portfolio managers will extract mainly 
the major forms of extra-market risk from this complexity to make their risk 
management task manageable. 
Determining the risks associated with investment in a specific security is one main issue 
an investor faces when making the decision to invest in a certain security. 
b. Systematic (Market) Risk 
The movement of a share in relation to the market index is a measurement of 
systematic risk (Hirt & Block, 1986: 17). Shares will be vulnerable to changes in the 
overall market, even in a totally diversified portfolio. If the entire market goes up by 
10 percent, the value of a given share trading in that market should also go up by 1 O 
percent The joint movement between a share and its market is defined as the beta 
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coefficient 20 If a share has a volatility equal to that of the market, the Beta coefficient 
will be one. However, if the share has a volatility 50 percent greater than that of the 
market, 21 the Beta coefficient for that share will be 1. 5. 
Systematic risk can be reduced by balancing investments in one market with 
investments in other markets that behave differently (Ellis, in Magfun & Tuttle, 
1983:12). Investors who accept greater systematic risk usually receive higher returns, 
this return being proportional to the degree of risk taken. 
3.S TYPES OF INSURANCE 
Insurance may be classified primarily as either private or governmental insurance. 
3.5.1 Governmental insurance 
Governmental insurance is compulsory or voluntary insurance written by governmental 
agencies. Examples of such insurances are the Unemployment Insurance Fund and the 
Motor Vehicle Accident Fund. 
SASRIA is a type of insurance written by private insurers, but reinsured by the 
government as the reinsurer of last resort, and thus is a type of hybrid between 
governmental and private insurance. The name is an acronym for South African 
Special Risks Insurance Association. The association was formed by the South African 
20 
21 
The calculation of the beta coefficient and its role in the investment decision process will be dealt 
with later in this chapter. 
For instance, if a share increases in value from Rl 0-00 to R16-50 while the market moves up by 
10%, the Beta for that share is 1.5. 
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short-term insurance companies as an association not for gain to underwrite the risk 
of political riots, which is a risk normally excluded in standard policies. The South 
African government acts as the reinsurer oflast resort for these risks. 
3.5.2 Private insurance 
Private insurance is insurance provided by nongovernmental organisations. In South 
Africa, private insurance consists of two major fields, namely life insurance (also 
called assurance) and short-term insurance. The distinction between life and short-
term insurance is that the former is typically transacted over many years, while the 
latter may not exceed a period of two years by law. Both life and short-term insurance 
are currently regulated in South Africa by the Insurance Act No 27 of 1943. 
Some textbooks (primarily from the USA) also refer to health insurance, but in South 
Africa health insurance is provided by medical aid societies. These societies are 
regulated through specific legislation. 
3.5.2.1 Life Assurance 
Life assurance is transacted to cover the risk of dying while others are still financially 
<Jependent upon the assured person. This type of insurance deals with the premature 
occurrence of a certain event. 
Besides the risk of a premature death, a life assurance contract can also cover the risk 
of a delayed death. Here the policy will provide an income should the assured person 
outlive his or her ability to earn income through working or by earning interest on 
savings. Such a policy will pay an annuity for the lifetime of the assured. 
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Some life assurance policies also provide an element of saving, and part of the 
premium may be invested to provide the payment of a certain sum if the assured 
person lives to the point where the contract matures. 
3. 5. 2. 2 Short-term insurance 
_8-h,ort::term insurance is concerned witl,i the ~overing of ~~tj~ks gfl_.9ss or._ <!~g~ 10 
__ physical property, such as vehicles, buildings and other ~~~-~~al _p~~~-~~i-~~~~__!!may 
also include insurance for liability against other parties. In the USA this type of 
insurance is called property-casualty insurance, or property-liability insurance. The 
South African market follows the conventions of the British system where the main 
subclasses of short-term insurance are marine, fire, accident and liability insurances. 
Marine insurance is the oldest form of insurance dating from the earliest seafaring 
traders. In modem times marine insurance is not only concerned with the insurance 
of seagoing vessels, but will also cover any intercontinental transport vessels, including 
aircraft. Many policies issued in the marine section are for the insurance of cargo 
transported by these vessels. 
Fire policies may cover many types of property, including buildings and their contents, 
machinery or contract works against risks ranging from fire to storm and other 
weather-related causes. These causes of loss are commonly called insured perils. In 
addition covering losses arising is possible because of the occurrence of such insured 
perils. For instance, a trader may insure against the risk of his or her shop burning 
down and include the risk of a loss of profits because of the fire ruining his or her 
ability to trade for the period it would take to rebuild his shop. 
Accident insurance is intended to cover a variety of possible losses including 
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burglary, theft of money and the accidental loss of valuable property. There are many 
such policies, but all share the principle that the cause of the loss should be accidental 
and unforeseen. 
The ubiquitous ownership and use of motor vehicles has resulted in the development 
of a specialised branch of accident insurance, underwriting the many risks associated 
with the use and ownership of vehicles. 
As the legal system progressed, the risk of being held liable for negligent acts resulting 
in damages to others led to the development of liability insurance policies. 
Providing surety for certain contracts is also possible for insurers. The insurer provides 
a guarantee for a specific performance by the client under another contract. Should 
the insured person default under the contract, the insurer will pay damages that may 
result from the default. 
Workers' compensation insurance is intended to compensate workers injured during 
the performance of their job. In some countries, the provision of workers' 
compensation insurance is classed as private insurance, but in South Africa the 
government provides this insurance under legislation. 
3.6 TRANSACTING SHORT-TERM INSURANCE 
A person wishing to buy short-term insurance, may directly approach an insurance 
company empowered by the Insurance Act, or he or she may do so through an agent 
or a broker. 
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Brokers and agents perform mainly a marketing function. They may not underwrite 
risks themselves. An insurance agent acts on behalf of the insurer. Agents place the 
business with specific insurers for whom they act. However, insurance brokers will act 
on the behalf of the insured and can survey the market on a professional basis to secure 
the most appropriate deal for the client. Brokers are usually deemed to have more 
expertise (Diacon & Carter, 1992:150). Agents or brokers earn a commission, limited 
by the Insurance Act. 
The prospective client will be required to complete a proposal form detailing the 
particulars of the risk to be insured. This form will be the basis of the contract, and if 
the details entered on that form satisfy the insurer, he or she will accept the risk. To 
do so, he or she will calculate the consideration to be paid for the transfer of the risk -
the premium. The premium is seen as the contribution paid by the insureg tQ th~ fullp 
used for paying possible future claims, acquisition costs {¢vertising. c..QPJ1Pi~iWl. eh<) 
and Qie adplinistr~~ve co.~s of the jn~yr~r .. 
Early insurance contracts were finalised by the insurer writing his or her name at the 
bottom of the policy contract, and if a risk was too great for any one insurer to accept, 
several insurers would each accept some of the risk. Each insurer would add his 
signature to the bottom of the policy as proof of participation in the insurance provided 
by that policy, indicating also the portion of the risk he or she is prepared to accept. 
The risk would then be collectively insured by all the "underwriters". The term 
"underwriting a policy" originated because the signatures were at the bottom, or 
under the writing. The process of selecting a risk, setting the terms of the policy, and 
calculating a premium for the risk is todar called un4erwriting. 
If an insurer underwrites a risk that may exceed its capacity to pay, it may elect to 
reinsure part of that risk with other insurers by concluding separate policy contracts 
with them There are specialist reinsurers who accept risks only from insurance 
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companies, and the bulk of reinsured risks are placed with such reinsurers (Diacon & 
Carter, 1992:191). The primary insurer may decide when and how much to reinsure. 
This type of reinsurance is called facultative, meaning "optional" reinsurance. 
Sometimes reinsurance agreements are drawn up before marketing a type of policy. 
The reinsurer will then reinsure all such risks underwritten on an agreed proportional 
basis. 
Claims under the policy can be made either directly to the insurer, or if the policy was 
bought through an agent or a broker, the agent or broker will take the details and then 
lodge the claim with the insurer on the behalf of the client. The insurer may wish to 
investigate the claim directly, using specialist claims staff, or may engage the services 
of an assessor to do so. The assessor (also called the "loss adjuster") will investigate 
the details of the claim, decide whether the claim is covered under the policy, negotiate 
the amount to be paid, and finally make a recommendation to the insurer about the 
actions required to finalise the claim 
lbis research will concentrate on those insurers active in the South African short-term 
insurance industry. Reinsurers have a specific role in the industry, and act in a 
completely different manner. Reinsurers never deal directly with the insuring public. 
For the purposes of this research, the financial results of reinsurers and brokers will 
not be included in the overall results analysed, and the term "insurance industry" 
applies to insurers only. 
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3. 7 MAJOR ACTIVITIES OF INSURERS 
The major activities of insurers can be classified as follows (Vaughan, 1989: 95): 
3. 7.1 Marketing 
Marketing comprises the activities of the field staff responsible for the selling of the 
policy contracts to the company's customers. Insurers must sell an intangible promise 
to pay for a possible, but uncertain future event. There is no positive motivation for 
the purchaser to buy insurance - instead, the incentive is based on negative 
expectations. Therefore insurance is sold rather than bought. It may happen that the 
purchaser of insurance may never experience the purchased benefit - he or she only 
enjoys the knowledge that his or her insurance contract will cover the possible loss. 
3. 7 .2 Underwriting 
Underwriting is the process of selecting and classifying exposures, and setting a 
premium forthe risk, if acceptable. The main objective of underwriting is to see that 
the applicant will not have a loss experience that is very different from that assumed 
when the rates were formulated (Greene et al 1992:531). Vaughan {1989:100) regards 
this function as essential, and emphasises that underwriting is not aimed at selecting 
--risks that will not have losses, but does seek to avoid those risks for which have a 
; , --------. -
.greater than expected propensity to claim. The selection of risk to underwrite is 
crucial. 
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The premiums f?~~,.t!J.~t-~~X-~~~~, ~}~ger, than n~!IDal pr~pensity to loss may 
either be loaded to reflect the increased possibility for the insurer to have to pay claims 
"""""--"--------··------~-·" ··- ·····-~-. ·~~"- "-'-''~'·'' _, " ·- - ,_,,_ ... ,., .. ,.- - '" ._....,..-.. -- - .,,. 
for that sort of risk, or the insurer may stipulate requirements for improvement of the 
--....~.......,.··-~·~-----~---.w-.- ·--'-"""-···""'"-'""'-'-•· -~•~•-,..,,..,••--.• ·-----•·•,.-·,,..._-.,,,..,..,._ ...... ~·~•• ~' 
risk. For instance, the insurer may require the installation of firefighting equipment 
where there is a particular risk of fire, or burglar alarms where theft may be more likely 
than normal. This process then reduces the risk to the level where an insurer can 
underwrite the risk profitably. 
3. 7 .3 Loss Settlement 
The ultimate goal of an insurance company is to pay for the losses it has contracted to 
accept. To ensure that the company pays its claims fairly and promptly, but also to 
avoid unjust or inflated claims, the insurer must settle losses. Claims must be settled 
so that the client will feel that he has been compensated fairly under the policy. 
However, losses are traumatic, and the expectations of the client are often not 
reconcilable with the insurer's determination to limit the compensation to the terms of 
the contract. Conflict may arise, and the claims settlement will often determine much 
of the level of the client's satisfaction with the service provided by the insurer. Insurers 
commonly accept that the quality of their claims service is their most important 
competitive tool. 
3. 7 .4 Investment 
Premium payments are made at the commencement of the insurance contract, in 
contrast to the usual commercial practice of payment on delivery or completion of the 
service contracted for. Therefore, insurance companies receive considerable amounts 
of money (in the form of premiums) from policyholders in anticipation of the payment 
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of future claims. The insurer has a duty to manage the premiums so that the fund is 
maintained to be adequate to meet future claims. Investing22 these funds, instead of 
allowing them to lie idle, is prudent for the insurer. The profits from invested funds 
may be used to make the rating more competitive. According to Watson (1993:8), 
investment is the mainstay of the insurance industry - he says that investment income 
has been the means by which general business insurers have produced profits over the 
past 20 years. 
Of course, insurers will not only invest the premiums received from policyholders, but 
will include their own funds in their overall investment portfolios. 
3. 7 .5 Rate making 
Rate making is the process of predicting future losses and future expenses and 
allocating these costs among the various classes of insurance. Rates should be set so 
that these future costs will be adequately covered at a profit Furthermore, rates must 
not be unfairly discriminatory or excessive. There are other desirable elements. For 
example, rates should be stable over time, though sufficiently responsive to changing 
conditions to allow adjustments in case of deteriorating underwriting experience. 
22 The investment practices of short-term insurers are discussed fully in Chapter 9. 
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3.8 INSURANCE PRICING MEmODS 
Manufacturing and retail industries involved with tangible products have the advantage 
of complete knowledge of and ability to decide their cost and desired net income 
margin at the time of setting their prices. 
Insurers, on the other hand, have to set their prices based on a prediction of the future 
costs they may incur. Their information for this process is historical and incomplete. 
Stone (in Kopcke & Randall, 1991:162) observes that coverage of personal lines is 
priced by statistical inference and the law of large numbers, whereas pricing in 
commercial lines depends on scarce data, artistic interpretation and intuition Insurers 
have to rely extensively on their data of past performance to predict the future outcome 
of their current pricing policies. 
Table 3 Comparison of underwriting and production pricing 
TANGIBLE PRODUCT 
Actual Variable cost (Material+ Labour) 
PLUS 
Estimated fixed cost allocation 
depending on volume of sales 
PLUS 
Desired net income margin 
GIVES 
UNITCOST 
IF SALES TARGET IS MET, THE 
DESIRED PROFIT IS MA.DE 
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Expected claims 
PLUS 
Estimated fixed cost allocation 
depending on volume of sales. 
PLUS 
Desired net income margin 
GIVES 
UNITCOST 
PROFIT JS UNCERTAIN 
Chapter3 Short-term insurance 
Although proposals to include investment income in insurance pricing models have 
been made for many years, the development of such models has only recently emerged 
in proposals by insurance practitioners and academics (Garven & D' Arey, in Cummins 
& Derrig 1991:210). Insurance pricing models can only be tested over an extended 
period using actual data. Such research has been conducted for the property-liability 
insurance industry in the USA (Garven & D' Arey, in Cummins & Derrig 1991 :228), 
and the predictive capability of each model was tested in detail. Unfortunately such 
data are not readily available for the South African short-term insurance industry for 
similar periods. 
The pricing of insurance contracts should be done in such a way that possible future 
- Iii 'j di .... *·--
losses are accommodated from th,~ pr~u,m received at the be~ of the insurance 
period, with the costs of selling ~~ ru!~t~~~~J?~~ .. ~ove~e~. (.'f!!~re 
sl!ould also be a profit available to the shareholders of the insurer. This profit should 
be such that the:y will get a fair rate of return on the capital that they invested in the 
insurer (Taylor 1994:593). Such a pricing decision is complicated by the nature of 
..... -.......... -~\ - _ ..... ,,..,_ 
insurance cash flows, where the components of the insurance transacti~n are spread 
over a period of time. The I!remimp ~d now is ,..20t imm~~iat~ll'..l!S~~~.E.~~ 
but must ~e held in reserve ~-~~~r f2!,~~~2¥.~r i~zov!.4~4,.,23 
The insurer has the use of thi.J,,!!l2.J).~~WY~.§!jt to earn investment incom<;<J 
According to Taylor (1994:592) a fair premium can be expressed as 
Premium = Risk premium + Expense loading + Margin to service capital 
(2) 
The basis of this approach is firmly seated in an underwriting perspective. When a risk 
23 The reserving processes will be dealt with in more detail in Chapter 6. 
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's offered to the underwriter, a premium should be quoted for accepting the risk. A 
fair price (premium) for underwriting risk would simply be the proportion that the new 
policy being priced should contribute to all the possible losses that may arise from all 
the risks underwritten by the insurer. A margin must be added to this premium for 
covering the insurer's cost of capital, with some remuneration to defray the costs of 
operating the insurance business. 
Unfortunately, this approach ignores the investment income that may be earned on the 
retained part of the premium paid by policyholders. It should also be noted that the 
premium may not be sufficient to pay for possible losses - an underwriting loss may 
result. 
The 1921 National Convention of Insurance Commissioners (NCIC) in the USA set a 
standard insurance pricing model that ignored the effect of the investment income on 
the pricing of insurance (Garven & D'Arcy, in Cummins & Derrig, 1991:209). 
Although no similar method has been prescribed in South Africa, the practice is also 
followed here. The underwriting activity is managed independently from the 
investment activity. Underwriting is expected to provide its own profits, and the 
investment income that arises from the retained premiums is considered an "extra" 
mcome. 
Insurance underwriting pricing models that ignore the effect of investment income 
arising from the premiums retained for the period of the insurance contract are clearly 
not realistic. However, methods for pricing the risks underwritten using both 
underwriting and investment returns can be complex. Underwriting-based pricing 
models highlight the difficulty of setting an appropriate contribution from the 
investment portion into the underwriting process. This could explain their apparent 
lack of popularity. 
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An alternative view that regards the underwriting process as simply the mechanism to 
generate the cash flows for the investment processes has evolved in the literature. 
Several authors (Biger and Kahane (in Dionne & Harrington 1992); Cummins & 
Harrington (1988)) have applied the CAPM approach to the problem, but Garven & 
D' Arey, in Cummins & Derrig (1991:209) observes that the CAPM's focus on 
systematic risk may ignore important factors, such as taxation and the difficulty in 
arriving at a realistic risk-free rate. 
The following discussion will deal with four of the major approaches to the setting of 
premium rates (insurance prices). The objective of the discussion is to identify the 
dominant parameters of each of these methods, and so find factors that may be critical 
to the financial success of short-term insurers. 
3.8.1 Target Rate of Return 
Insurers may set a net income margin in their pricing policy, often without regard for 
investment income, insurer leverage or the level of risk. The required net income 
margin is set according to the experience and judgment of the senior underwriters. 
This net income margin (which could be a percentage such as 5% or 7,5%) is then 
applied to the sum of premiums required to pay for expected losses over the following 
underwriting period. Thus, the target rate of return (TRR) is equal to the proportion 
of premium (P) to surplus (S) (=PIS) multiplied by the underwriting profit margin 
(UPM). This can be relationship can be represented as follows: 
TRR = (PIS)(UPM) 
(3) 
The proportion of the premium to the surplus is used as this represents the capital that 
the insurer uses to "guarantee" the losses that may arise from the risks underwritten -
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represented by the premium charged. 24 
Equation (3) can be expanded to allow for investment income by adding the income 
earned on the proportion of investable assets IA to surplus S (i.e. WS) at the 
investment rate of return InvR: 
TRR = (P/S)(UPM) + (IA!S)(InvR) 
(4) 
The main problem with this approach is the finding of a rate for UPM that will be 
suitable for the market conditions at the time of setting the pricing policy. It would 
seem that the profit margins are generally based on the experience of the underwriters 
making the pricing decision. Furthermore, this approach does not consider the time 
value of money, nor the effect of taxes. However, it is easy to understand and apply 
in practice. 
24 The premium to surplus ratio is also the "solvency margin", and reflects the amount of surplus 
funds dedicated to providing a capital base. The capital base represents the sum of money that the 
underwriter is prepared to place at risk in the underwriting process. Since an insurer may 
underwrite risks that cumulatively may greatly exceed the premium received for taking the risk, 
the solvency of the insurer can be regarded as a factor that will limit the extent of the risk that the 
insurer will underwrite. The ratio therefore represents the insurer's risk underwriting capacity. 
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3.8.2 Discounted Cash Flow 
The discounted cash flow (DCF) method was developed as a capital budgeting 
technique, and uses the principle that money devalues over time. Therefore, a rand 
received immediately has greater value than a rand received later. Future cash flows 
of successive periods may be discounted at the rate of the cost of capital k. All the 
discounted cash flows can then be added, and the initial cost of setting up the project 
that created the cash flows subtracted. This will result in a net present value (NPV) for 
the project. The higher the NPV, the better the potential returns from the project will 
be. The equation for the NPV is: 
[ 
F 
NPV = I 
(1 + k)1 
F2 
+---
(1 + k)2 
Fn l +···+----/ 
(1 +kt 
= t F, 
t = I (1 + k)' - I 
(5) 
Myers and Cohn used the NPV approach in the Massachusetts motor insurance rate 
hearings in 1982 as a development of the CAPM approach, and since then it has been 
used as the basis for setting insurance rates in that state (Garven & D' Arey, in 
Cummins & Derrig, 1991 :215). The Myers-Cohn model is formulated as follows: 
P = NPV(L) + NPV(E) + NPV(UWP1) + NPV(IB1) 
(6) 
where Pis the premium, NPV the Net Present Value factor, L the losses and loss 
adjustment expenses, E expenses of management, UWPT the tax generated on 
underwriting income, and IBT the tax generated on income from the investment 
income. This model does not include the investment income generated from the 
premium income, although it does recognise that there is a tax implication. This tax 
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is included in the model. 
In testing this model, Garv en & D' Arey (in Cummins & Derrig, 1991 :217) used a 
premium payment pattern based on the cash flow patterns per quarter for premiums, 
claims and expenses. In view of the annual reporting cycle of all insurers in South 
Africa, data are available only on that frequency, and therefore the same principles 
cannot be applied here. A further complication could be the delay between the writing 
of the policy and the receipt of the premium from the client or the broker. Current 
South African legislation limits the period of retention of such premiums by brokers 
to a maximum of 60 days, and for the purposes of this research, premiums are 
considered collected in the period in which they were written. 
A major problem in the application of the discounted cash flow model is the 
determination of a fair value for the cost of capital k. The capital asset pricing model 
is suggested as a means to arrive at this factor. In applying this model, Myers and 
Cohn suggest the use of an "appropriate risk adjusted discount rate. "25 Several other 
estimates for the parameters of the model could also used, such as the rate of taxation 
on underwriting income and the rate of taxation on the investment income. 
25 Garven & D' Arey (in Cummins & Derrig, 1991 :242) mention that the discount rate may be 
calculated from the CAPM formula, and go on to say that the Myers-Cohn model does not 
preclude the choice of other techniques. They do not elaborate on what these alternative 
techniques could be. Arbitrary allocation of a rate could be one, as could the use of surrogates 
such as the BA rate. 
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3.8.3 Capital asset pricing model (CAPM) 
The CAPM predicts precisely the relationship that may be expected between the 
systematic risk of an asset and its expected return (Bodie et al 1993 :228). The CAPM 
thus provides a frame of reference in considering the relationship between risk and 
return, in that it confirms the premise that an investor may expect to be rewarded by 
a higher return for taking a higher risk. The model also provides an elegant theory for 
understanding investor behaviour, even though alternative models of investor 
behaviour may be available. The· discussion that follows is a brief overview of the 
theory and incorporates several simplifications on the extensive discussions found in 
the literature. For the purposes of this study the focus is on the risk aspects of the 
theory, although the CAPM may be used for many other purposes in investment theory. 
The basis of the CAPM theory is the assumption that investors choose their holdings 
in risky assets in a way that reflects the assets in a market portfolio that includes all 
traded assets. The investors' portfolios are also assumed to have been chosen in such 
a way that they are in the same proportion to those of the market portfolio. 
Furthermore, investors who are risk averse may choose not to invest in the market, but 
they can invest in risk-free assets (such as deposits with a central bank) instead. The 
difference in the return of the risky asset and the risk-free investment is the risk 
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premium. 
The risk premium for individual assets held by investors will be proportional to the risk 
premium of the market compared with that particular asset. The measure for the 
relationships between these two risk premiums can be stated as: 
(7) 
The return that an investor may expect on his or her investment is therefore equal to 
the beta of the particular investment applied as a factor (multiplied) to the excess return 
that the market can give over the risk-free return. Each additional investment that an 
investor adds to his or her portfolio will add a measure of risk to the overall portfolio. 
The contribution that the particular additional investment will make to the overall 
portfolio risk can be expressed as: 
(8) 
The risk associated with each security (its standard deviation) contributes to the 
overall risk of the market portfolio. A completely diversified portfolio (like a market 
portfolio) where the unsystematic risk has been eliminated by the diversification will 
have only a systematic risk. This systematic risk is measured by the beta coefficient PL 
The expected return-risk trade-off can be graphically represented with p on the 
horizontal axis, which in tum will suggest that a shift in the beta of an investment will 
mean a change in the expected return for that investment for the portfolio - shown on 
the vertical axis. The line RFMZ in Figure I 0 therefore depicts the trade-off between 
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risk and return for all assets whether they are individual securities, inefficient 
portfolios, or efficient portfolios (Jones 1993:609). 
This line is called the Security Market Line. This line confirms that securities with 
systematic risk higher than the market systematic risk will deliver rates of return higher 
than average. 
As the risk of an investment decreases, the expected return will also decrease. This 
implies a move to the left along the line RFMZ in Figure 10, closer to the point where 
all of the risk is eliminated. This point is shown as RF. The total return for an 
investment will thus consist of this risk-free return plus a risk premium from the 
systematic risk of that investment. 
3.8.3.1 The CAPM and underwriting risk 
Several authors (Lange 1969; Biger & Kahane 199126) have applied the CAPM model 
to the problem of arriving at a fair pricing method for short-term insurance. This 
model can be applied to incorporate the income emanating form both the underwriting 
and the investment portfolios of insurers, and the following discussion investigates the 
theoretical basis of this approach. 
26 Biger and Kahane, in Dionne and Harrington 1991:560-571 refer to a single line of insurance as a 
means of illustrating the CAPM approach of arriving at a risk-adjusted premium. A Multi-line 
case was also developed by these authors, but that case was not included in this study. Their 
conclusions do not change between the single and multi-line cases insofar as this study is 
concerned. 
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The insurer can retain the premium from the time he receives it until he pays the claim. 
If claims do not occur, or if claims are less than the premium retained, the insurer gains 
net income (underwriting income) on the transaction, which is transferred from 
policyholders' fimds to shareholders' funds at the end of the underwriting period. An 
insurer may therefore be viewed as a form of levered investment company (Doherty 
1980:406). The insurer may, as discussed above, also generate investment income 
using these funds, adding the investment income to the underwriting income. The 
costs of the operation and the losses can be funded from the sum of these incomes. 
However, ifthe total of premiums collected and investment income is insufficient to 
cover the costs of administration and the losses, the insurer faces ruin. An insurer 
should therefore have assets in addition to the premiums that it writes to serve as a 
Figure 10 The efficient frontier 
z 
Risk (Portfolio standard deviation) 
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financial buffer against the possibility of ruin. The extent to which the insurer can 
generate funds depends on the proportion of its assets to the premium that it can write 
(Venezian, in Cummins & Derrig 1988:174). An insurer may hold premiums received 
in reserve until a claim is paid, or until the period of insurance is completed. The time 
that the insurer may hold such funds may be termed the funds generating coefficient, 
and is denoted as -k. As the premiums thus reserved in anticipation for future claims 
are shown as liabilities in the insurer's balance sheet, the funds generating coefficient 
is negatively signed. 27 
For the period that the insurer holds funds, it could earn income by investing these 
funds at a risk-free rate RF. It is possible that the insurer may elect to invest the funds 
in more risky assets with a higher expected return. If the investment earned more than 
expected, that net income will accrue to the insurer, but any loss made will also be 
borne by the insurer. The underwriting profit margin (UPM) is therefore equal to the 
funds generating coefficient -k applied to the risk free rate of return, RF plus the 
difference between the market rate of return, RM and the risk-free rate of return R]i) 
adjusted by p. This equation can be represented as follows: 
(9) 
The CAPM framework, although developed for investment portfolios, may thus· be 
used for underwriting pricing as well. Short-term insurers manage their underwriting 
portfolios in addition to the investment portfolios that they have as a result of their 
retention of the premiums for the currency of the policies they underwrite. The 
application of the CAPM model is complicated by several practical difficulties. Firstly, 
27 For an analysis of the CAPM model on short-term insurance, see Fairley, 1979:194-203. Fairley 
points out that, if the expected return on liabilities is positive, then the expected underwriting 
margin of insurers is negative in a competitive market. Underwriting would have a positive 
margin only ifthe return on liabilities were negative. 
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there is the difficulty of obtaining adequate estimates for the market returns for both 
the underwriting and the investment portfolios (Biger & Kahane, in Dionne & 
Harrington 1990:565). Regression analyses on historical results are usually used to 
calculate betas, and the utility of such analyses depends on the availability of adequate 
information on market returns for both the underwriting and the investment portfolios. 
The latter are easier to estimate as there are surrogates available such as the indexes 
on market returns for the stock exchange. Without details of the returns achieved by 
short-term insurers' investment portfolios in particular, an assumption generalising 
these returns to market averages is essential. 
When considering the CAPM model for application to an underwriting portfolio, it is 
even more difficult to obtain a suitable estimate for the market return on underwriting. 
Biger & Kahane (in Dionne & Harrington 1991 :568) suggest a labourious approach 
to arrive at underwriting betas, but are also forced to revert to rough estimates for 
accounting betas for underwriting. 
Doherty (1980:407) points out that an insurer that operates at a rate of return on its 
underwriting equal to the risk-free rate of return RF will find itself operating at the line 
R~Z, - the security market line. An insurer can attain leveraged points of optimal 
risk/return combinations along the frontier of the security market line only if the 
underwriting portfolio is free of all risk. Insurers that underwrite riskier policies will 
operate at possible points below the efficient frontier - several such points are shown 
in Figure 10. 
Insurance is a mechanism for pooling oflosses and, as has been shown above in this 
chapter, insurance companies set premium rates (contributions to the pool) so that the 
aggregate of the premiums should cover the aggregate of losses and expenses (calls 
against the pool), with a profit margin (whatever is left in the pool). The premiums 
87 
Chapter 3 Short-term insurance 
charged are one of the primary sources of cash flow28 available to the insurer for 
investment. 
An insurer is able to decide the extent of risk it is prepared to underwrite, and it can 
decide the premium that it requires for each risk. Insurers may also decide to alter the 
terms of a policy at renewal, or even cease underwriting a specific risk if the risk 
proves uneconomical to underwrite. Insurers must take these decisions with cognisance 
of the prevailing market conditions and their own profit expectations, and the 
competitive nature of the South African short-term insurance market limits the scope 
for extreme reactions. Premiums can furthermore be adjusted so that the losses of the 
current period are compensated for in subsequent periods. Alternatively, funds may 
be accumulated in profitable periods to pay for the losses that will follow in later 
periods. As such, an insurer can therefore be neutral over time as to the cumulative 
effect of the risks it underwrites on its systematic risk. 
Over time, P accordingly tends to zero, reflecting the ability of insurers to adjust their 
systematic risk profiles to their environment. The underwriting profit margin is 
therefore a function only of the insurer's funds generating coefficient-k and the risk-
free rate of return RF. 
UPM = -kRF 
(10) 
This conclusion is probably not so startling if consideration is given to the possibility 
of diversifying risk by the underwriting of a large number of diverse policies, thus 
reducing the risk inherent in the underwriting process. Whatever risk remains can be 
dealt with through the ability of insurers to compensate for losses in a given period by 
premium increases in later periods. Systematic risk can therefore be eliminated in the 
28 Accumulated funds and reserves are the other sources of investment funds. 
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underwriting process. 
Figure 11 Real underwriting profit for the period 197 5 to 1993 compared to the BA rate for the same 
period 
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-30000 Legend 
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If the underwriting profit margin depends largely on the risk-free rate, then this would 
be expected to have a high correlation with the risk-free rate. This was empirically 
tested by comparing the underwriting profit history to the banker's acceptance (BA) 
rate. This correlation is shown in Figure 11. The correlation strengthens if a rolling 
10-year period is used for the calculation of the coefficient, as opposed to calculating 
the coefficient for the period after 1975. The results of these calculations appear in 
Table 4. 
Over the shorter term, insurers appear to depend largely on the returns possible from 
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the investment of their funds. The extent of this dependence is confirmed by the effect 
of the risk-free rate on the underwriting account The underwriting profit margin of 
the South African short-term insurance industry is thus closely correlated to the 
risk-free rate, and the effect of p is relatively weak. 
Table4 BA rate compared to the real underwriting profit for the period 197 5 to 1993 with correlation 
coefficients for a 10 year running period, and for the period from 197 5. 
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R3,623 
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(R2,971) 
(R18,802) 
(R12,961) 
R5,258 
(R5,840) 
(R34,974) 
(R14,603) 
R19,435 
R36,285 
R20,918 
(R35,851) 
(R9,437) 
R21,125 
R6,150 
8.48% 
10.42% 
9.15% 
8.45% 
5.55% 
5.22% 
12.57% 
16.35% 
14.09% 
19.84% -0.3691 -0.3691 
17.83% -0.5736 -0.5303 
10.71% -0.5837 -0.5123 
8.95% -0.5798 -0.5171 
12.88% -0.3952 -0.3481 
17.35% -0.1956 -0.1988 
18.16% -0.3925 -0.3185 
16.92% -0.4701 -0.3276 
13.93% -0.4724 -0.2903 
16.68% -0.4517 -0.2618 
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3.8.3.2 The CAPM and investment risk 
The investment funds available to an insurer consist of its share equity plus 
accumulated funds, to which it may add the premiums held in reserve for unexpired 
risks and other claim provisions. An insurer may use its investment income to 
complement its underwriting activities to some extent. The return on equity that an 
insurer may earn can thus be represented as: 
r = (1 +L) r - Lr y p u (11) 
where L represents the premium/equity ratio of the insurer, rP the return on investment 
and ru the rate of underwriting profit/loss. 
Equation (11) can be extended to show the expected return on equity as: 
(12) 
These equations do not show the risk element involved in the underwriting and 
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investment processes. The beta of these activities is the relative risk of the activity 
compared to market risk. A composite beta can be derived as follows: 
Cov (ry,rm) p = ---'---
y Var (rm) 
= (I/Var (rm)) Cov[[(l +L)rP - Lru], rm]] 
= (l+L)Cov(rp,rm) I Var(rm)-(l+L)Cov(ru,rm) I Var(rm) 
= (I +L)PP-LPu 
(13) 
The systematic risk of the insurance underwriting portfolio is shown as Pu.29 while the 
systematic risk of the asset investment portfolio is denoted by Pp· This equation can 
be substituted into the equilibrium relationship shown in (12), and the result would be 
the following risk-return relationship for the asset (investment) portfolio: 
(14) 
The risk/return relationship for the underwriting portfolio can similarly be shown as 
(15) 
Biger & Kahane (in Dionne & Harrington 1991 :563) conclude that the 
premium/equity ratio of the insurer does not affect its systematic risk, but serves as a 
limiting factor for the extent of risk it can bear. The premium/equity ratio defines the 
extent to which the risk adds to the overall underwriting risk of the insurer, whereas 
29 Of course, this assumes a value other than zero for p0 • If Pu is equal to zero, the expected return 
will be equal to the risk-free rate rr. 
92 
Chapter3 Short-term insurance 
the systematic risk is not influenced by the size of the risk. If an insurer underwrites 
risks of such size that the insurer cannot cover the risk from own funds, it may have 
difficulty meeting possible future claims. The systematic risk of the underwriting 
process may, however, be diversified through the selection of a varied portfolio of risk. 
Biger & Kahane mention the concept that the beta of the underwriting portfolio could 
be zero, and empirically prove that the ex-post correlation of underwriting results to 
the market portfolio tends to zero, especially when the market portfolio contains 
primarily stocks. 
The investment portfolio of short-term insurers therefore provides their mainstay for 
income and the systematic risk of the underwriting activity is negligible in relation to 
the systematic risk of the investment portfolio. The returns available are also 
correspondingly higher in the investment portfolio. The risk of making a loss on the 
underwriting portfolio is thus greatly reduced by the possibility of making a profit on 
the investment portfolio. These systematic risks are more significant for the 
achievement of financial success than the premium/assets ratio usually ~mployed to 
regulate the amount of premiums written by insurers. 
Short-term insurers' solvency ratios do not in themselves indicate the extent of the risk 
an insurer is exposed to. Although solvency ratios may provide some comfort to 
insureds and regulators regarding the level of exposure the shareholders of an insurer 
may have, the assumption that the risk is accurately reflected in the premium is 
somewhat naive. Short-term insurers' overall risk should be viewed in terms of their 
underwriting and investment risk. In particular, the contribution made by the 
investment activity to the underwriting results of the insurer should be focused on the 
process of setting a fair premium for underwriting any risk. 
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However, if underwriting results are correlated to the market portfolio (Pu ~ 0), the 
result of the expected return of underwriting being equal to the risk-free rate r1 as 
shown in equation (10) will not continue to hold. Additional policy contracts priced 
accordingly below the efficient frontier will place unnecessary risk on the insurer, and 
it will function suboptimally. 
The CAPM model can be adjusted to incorporate the effect of taxes. Such a model has 
been proposed by Garven & D' Arey (in Cummins & Derrig 1991:214), and 
incorporates differential tax rates, where underwriting net income and investment profit 
are taxed at different rates. This differential applies in South Africa as well, because 
of the availability of tax-free investments and the exclusion of dividend earnings from 
tax. The actual rate of tax on investment income may be difficult to establish, as it is 
dependent on the mix of investment opportunities used by the insurer. Garven & 
D'Arcy (in Cummins & Derrig 1991:219) mention the sensitivity of the models they 
tested for tax-related assumptions. Their assumption that the applicable tax rate is the 
maximum corporate tax rate probably holds for the South African economic 
environment as well, but should short-term insurers be singled out for special taxation 
regulations, the usefulness of these models may be affected. 
The CAPM thus provides a useful theoretical framework for the setting of premium 
rates, but the model requires extensive access to historical data on the market's 
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after-tax performance for both underwriting and investment. 
3.8.4 Option Pricing 
The option pricing model can be applied to the pricing of insurance, because the three 
major claims against the insurer are held by the shareholders, the policyholders and the 
tax authorities, and these claims closely resemble options (Garven & D' Arey in 
Cummins & Derrig 1991:217). Simply stated, each of these parties can demand 
payment of their "share" in the insurer at some point during the period of its operation. 
The assumption is that an insurance firm is set up at one point in time, operated over 
a year, and that all liabilities are discharged at the end of that year. 
The option pricing model has several practical advantages over the CAPM model. It 
avoids the need for estimating and using underwriting betas, and addresses the effects 
of insolvency and tax shield redundancy on the fair rate of return. The CAPM model 
assumes that these effects are negligible. According to Garv en & D' Arey (in Cummins 
& Derrig 1991 :217) the option pricing approach implies that the rate of taxation to 
which the insurer is subjected may have a significant impact on its results. 
The importance of the return on investment for a short-term insurer is also brought to 
the fore by the option pricing model. Because of the differential taxation rates applied 
by South African tax authorities on underwriting and investment income, the rate of 
taxation on the various "options" may differ. Investment income is taxed at a lower 
rate. 
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3.9 PLANNING IN THE SOUTH AFRICAN SHORT-TERM 
INSURANCE INDUSTRY 
Beetge (1990:63;477) fmmd that the South African short-term insurance industry does 
not apply scientific management practices, and consequently there is insufficient 
provision in planning for changes in the external environment or for changes in the 
firms themselves. He concludes that the industry reacts to events as they take place, 
and does not proact to cope with change. The reasons for this are as follows: 
• lack of effective environmental scanning 
• the low value management place on external factors 
• organisational structures not focused on competitive strategy 
• computerised information systems focused primarily on accounting functions 
• loss predictions based on actuarial models that are rarely used 
This apparent lack of strategic planning by the insurance industry was also found 
among insurers in the USA, Europe and Australia by the Geneva Society (International 
Society for the Study of Insurance Economics). There are various reasons for this 
situation (Cummins 1985: 16). 
• In the past, success could be achieved without the application of specifically 
formulated strategies. The industry considers external factors that influence 
the short-term insurance firm, such as the national growth rate, interest rates 
and inflation to be beyond the control of the individual firm. Insurers therefore 
do not include these critical factors in their planning process. 
• The internal focus of the insurance industry is the result of several factors. In 
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the first instance, there are a variety of products, each with their own 
management policy and practice. Furthermore, the various participants in the 
market, such as brokers, do much of the product, technical and marketing 
development functions that were traditionally the tasks of the insurer. Finally, 
the decision-making process in the insurance industry has not been devolved 
to lower levels. The top management of insurers are often far removed from 
the market situation and the are therefore not always in touch with 
developments in the market. 
• Short-term insurers use crude actuarial models and ignore modem 
developments such as econometric modeling, the theory and practice of 
investment hedging and statistical analyses such as loss curves. 
• The industry makes little use of outside consultants such as economists or 
actuaries. 30 Mathematical models for quantitatively predicting outcomes are 
not considered important for strategic planning. 
• The orientation of insurers to planning is poor, because their approach is 
idealistic, mechanistic and quantitative, while the planning process should be 
realistic, creative and flexible. 
• The main obstacles to effective strategic planning in the industry are the 
volume of documentation the process requires, a lack of knowledge and 
understanding, little support by middle management and a lack of interest. 
30 Actuarial science is applied widely by the Life Assurance industry, but not in short term insurance. 
This disregards the work done in this field (Taylor, in Cummins 1991:11-74). 
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increasing rat~_.<:!f c!!~~~~ in their environm~nt. It would appear that the core of the 
problem is the lack of appropriate strategic planning. The process of strategic planning 
depends mostly on a correct analysis of the environment, and on the subsequent 
selection of appropriate courses of action. It is essential that the causes of success or 
failure for this industry should be identified. These "causes" may be formalised in the 
theory of critical success factors. 
3.10 INSURANCE ACCOUNTING 
3.10.1 Revenue Accounts 
I~surance accounting is quite different from the usual processes for other industries 
because of the nature of the underwriting process. To pursue the effect of various 
financial practices in the rest of this study, the nature of insurance accounting should 
be defined. As has been shown, insurers do not provide a tangible product, but must 
make provisions for future claims, pay their management expenses, and reinsure risks 
they may not bear themselves. 
The revenue accounts are set out in a way that provides a logical picture of the 
activities of the insurer. To arrive at the sum of the premiums received by the insurer 
for its own account, the premiums paid for reinsurance are deducted from the gross 
·premiums written. 
Premiums written refers to the value of the consideration shown in the policy contract 
as the premium-this is the face value of the policy for the insurer. However, policies 
may be issued for periods that do not necessarily conform to the financial year, or to 
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the accounting period of the insurer. Part of the premium shown on the policy will 
therefore have to be reserved for claims that may arise in subsequent periods. Thus, 
although the premium may have been written in the initial insurance accounting period, 
and may have been received during that period, the insurer can show only that portion 
of the premium relating to the accounting period as having been earned. 
Premiums written are analogous to the turnover (sales) of other firms. They represent 
the volume of business done. 
The deduction of reinsurance costs from the written premiums will leave the premium 
received by the insurer for the risks underwritten for its own account. This premium 
is called the net premiums written. The various other cost components of the insurer 
are then deducted from the net premiums written to arrive at an underwriting net 
income. 
While it is technically possible to calculate a margin of net income( or loss) on every 
contract of insurance that an insurer enters into, in practice, policies are grouped and 
assessed for profitability in those groups. 31 In its simplest form, the net income on such 
a group (or portfolio) of policies will be calculated as follows: 
31 This discussion is based on Abbot, B (in Diacon 1990:290). 
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Gross Premiums Written 
less Reinsurance 
equals Net Premiums Written 
less Increase in insurance funds 
equals Premiums Earned 
less Losses paid 
less Commission paid to agents or brokers 
less Other administration expenses 
equals Underwriting result 
Businesses have an almost infinite variety of costs incurred during their operation. The 
orderly classification of these costs is one of the more difficult problems in the 
measurement and reporting of economic data (Lynch & Williamson 197 6:9). Insurers 
have many costs associated with the operation of their businesses. Some of these costs, 
such as salaries and rent of office space, are similar to the costs incurred by other types 
of businesses. However, some cost factors are specific to insurance companies. These 
cost components are the claims, reinsurance, administration expenses, commission and 
the reserves an insurer has to make for future losses. 
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Figure 12 
Short-term insurance 
Expenditure components for the South African short-term insurance industry (Reserving and 
Reinsurance values available from 1981 only) 
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Figure 12 shows the history for the main cost factors for the South African short-term 
insurance industry for this period in real (1975) values. The components are shown 
cumulatively, and the underwriting profit/loss is thus shown in relation to the other 
components. 32 It should be noted that detailed data for the reserving and the 
reinsurance cost factors were available only from 1981, and that the use of 197 5 as a 
base year was decided upon to make comparisons with other revenue and cost 
components possible. As all these cost factors are the bases for measuring the financial 
performance of the short-term insurance industry, the individual significance of each 
factor and the relationships between these factors will be discussed in subsequent 
chapters. Since the occurrence of claims is not under the control of the insurers, no 
32 The relatively small size of the profit/loss component illustrates the exposure that insurers have for 
underwriting losses when the other components exceed expectations. 
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specific chapter will be devoted to the impact and handling of claims. However, as an 
important part of the operation of insurers, the subject will be referred to where 
applicable. 
These cost components are discussed below. 
3.10.1.1 Reinsurance 
Reinsurance is an important means of limiting the possible losses for an insurer. By 
entering into appropriate reinsurance arrangements, an insurer can provide levels of 
cover that he could not possibly bear from own resources. The functions of the 
reinsurance facility and the effect of this process on the financial results of the South 
African short-term insurance industry are discussed in detail in Chapter 6. 
3.10.1.2 Increase in insurance funds 
Not all the possible claims that can arise from a portfolio of policies will arise in the 
accounting period in which the policies were written. At the end of the accounting 
period, the insurer must therefore provide for the possibility of losses yet to come from 
the portfolio. This provision is made in reserves. The most common reserve is called 
the 'fncurred but not reported" (IBNR) reserve, which allows for the fact that, at any 
point in time, some events that will result in claims will have taken place, but the 
insurer will not yet be aware of the occurrence of those events. 
Insurers may create any technical reserve that they regard as reasonable. For instance, 
Mutual & Federal has built up a substantial reserve for the possibility of weather-
related claims, while SASRIA has done the same for losses that may arise from 
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politically inspired riots. 
3.10.1.3 Losses paid 
The total of actual losses paid must be accounted for. This is usually the largest sum 
of money reflected in the revenue accounts. It is customary to include an adjustment 
for estimates for losses reported, but have not yet been paid. 
3.10.J.4 Commission 
An important aspect of an insurer's cost structure is the acquisition costs paid to 
intermediaries as commission. This commission is usually calculated as a percentage 
of the written premium, and is payable on receipt of the premium by the insurer. In 
South Africa the percentage of commission is regulated under the Insurance Act. This 
Act also prohibits the payment of any consideration other than commission, as defined 
in the Act to intermediaries. It is therefore possible to budget for a certain percentage 
of the premiums written as commission. 
3.10.1.5 Administration expenses 
The insurer will have costs associated with the operation of its business. These costs 
arise from the provision of an infrastructure, such as computer systems, staff and 
branch offices. 
These various cost components are thus deducted from the written premiums to arrive 
at an underwriting result. This result is then transferred to the net income and loss 
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accounts. 
3.10.2 Net income and loss accounts 
3.10.2.1 
From the underwriting result arrived at through the revenue accounts, the net retained 
income for the period are calculated as follows: 
Underwritin2 result 
plus Investment Income 
equals Gross rel!orted income 
less Taxation 
equals Net rel!orted income 
less Dividends 
equals Net retained income 
Underwriting net income 
The South African short-term insurance industry expenences variations m its 
underwriting profitability. These variations were discussed in Chapter 1. 
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Figure 13 Actual and real underwriting profits/losses for the period 197 5 to 1993 
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Figure 13 shows the underwriting result for the South African industry for the period 
197 5 to 1992. Starting with negative results, the industry had profitable years in the 
period 1977 to 1980. This was followed by three years of negative results, which in 
tum were followed by a single positive year. Since 1983 there has been a recurring 
pattern of some loss years followed by some years of net income. From these data it 
appears at first glance that the South African cycle has become explosive and highly 
unstable in the last few years. 
However, if the net income (or loss) figures reported are adjusted for inflation by 
conversion to 197 5 prices, the cycle appears smoothed. This conversion uses 197 5 
values as 100, and these values are then adjusted using the index values provided by 
the South African Reserve Bank. These index values are listed in Table 5. 
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Figure 14 Real underwriting profiVloss values for the South African short-term insurance industry from 
1975 to 1993 
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To allow a balanced view of Table 5 Index Values 
~~~~~~~~~~~~~~~~~~~~ 
the cycle and its components, 
this study will make this 
adjustment for inflation for all 
financial data The real values 
of the profit/loss data are 
shown in the appendix. 
1975 
1976 
19n 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
100.000 
111.200 
123.600 
136.200 
154.000 
175.300 
201.900 
231.600 
260.150 
290.470 
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1985 337.630 
1986 400.430 
1987 464.920 
1988 524.680 
1989 601.697 
1990 687.654 
1991 792.865 
1992 902.890 
1993 993.178 
Source: SA Reserve 
Bank 
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3.10.2.2 Investment income 
Investment income data were not available for the entire period for which underwriting 
net income data could be found. Thus, the consolidated income statement in the 
appendix shows investment profits for the period 1981 to 1993 only. The real values 
of the investment profits are represented as in Figure 15. These real values use the 
same base year (197 5) to simplify easy comparisons with the other financial data shown 
in this study, and are shown in comparison with the underwriting profit/loss data 
already discussed. 
Figure 15 
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Real values for underwriting profit/loss for the South African short-term insurance industry 
during the period 1975 to 1993 compared to real values for investment net income for the 
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The South African short-term insurance industry has shown a marked increase in the 
revenue realised from investment during the period 1986 to 1990. The revenue from 
investment has consistently supplemented the profits and losses made from 
underwriting. It has done so to the extent that the gross reported profits have been 
positive for the entire period under review. This result is shared in the rest of the 
world. For instance, the USA market suffered net underwriting losses after 1979, but 
the addition of investment income resulted in a positive net income over that period 
(Sedgwick James Inc 1994:2). 
Figure 16 Investment net income shown with the underwriting profit/loss for the South African short-term 
insurance industry over the period 197 5 to 1993 
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For the South African short-term insurance industry, total investment net income has 
also consistently exceeded the total net income made from underwriting. This result 
confirms the importance of investment to the operation of insurers in the South African 
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short-term insurance industry. The combined operating result of the industry is shown 
in Figure 16. This figure shows the underwriting losses of the industry are clearly 
cushioned by the investment income. The total net income is still cyclical because of 
the effect of the underwriting cycle. 
3.10.3 Balance sheets 
The net retained profits calculated in the net income and loss accounts are reflected 
in the balance sheet through the following schedule, which assumes that investments 
are valued at market value and that market appreciation does not require any provision 
for taxation: 
Shareholders' reserves at the start of the period 
plus Net retained income 
plus Increase in market value of investments 
equals Shareholders' reserves at the end of the period 
3.10.4 Interpretation of net income and loss accounts and balance sheets 
The practice of creating a reserve for unexpected losses in one accounting period for 
use in future periods may obscure the actual performance of an insurer. The cash 
flows arising from transactions may also be affected by systematic delays - brokers 
may delay the transmission of premiums for a period, or reinsurance deposits may be 
retained by ceding companies. Abbott (in Diacon 1990:295) cautions against the 
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interpretation of insurance results from the perspective of Generally Accepted 
Accounting Practices (GAAP), because the allocation of insurance net income to 
technical reserves may shift a net income (or loss) to subsequent accounting periods. 
Figure 17 Schematic representation of the relationships of money flows in the short-term insurance 
process. 
\ 
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The above discussion covered the flows of money found in the short-term insurance 
process, and reflected in the formal accounts for insurers. These flows can be depicted 
graphically as in Figure 17 above. The solid lines in this figure represent the 
"traditional" view of these flows, while the broken arrows show the relationship that 
may exist between the level of the surplus retained by the business and the quality of 
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the underwriting decisions made by the insurer. 
This representation will be referred to again later in this research. In Chapter 9 a full 
discussion of the financial ratios applicable to short-term insurers will form the basis 
for deciding between successful and unsuccessful insurers. 
3.11 REGULATING INSURERS 
Crane {1984:458) states that insurance regulation in the USA has four main goals, 
namely: 
• to prevent insurer insolvency 
• to prevent fraud 
• to make sure that policies are reasonably priced 
• to make insurance protection widely available 
The South African Registrar of Insurance concentrates mainly on the solvency of the 
various insurers active in the South African market. The Registrar does not regulate 
the industty to the same extent as the State Insurance Departments do in the USA, in 
that the level of rates and the availability of insurance are not part of the regulatory 
duties performed here. 
Most of the literature found for this study on the success or failure of insurers 
originates from the USA property/casualty insurance industry. This body of 
knowledge is valuable because the standards of management in that country may be 
more sophisticated 1han in South Africa. Hence, the following discussion of financial 
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factors that can be used to analyse success or failure is based on this literature. 
3.12 FINANCIAL SUCCESS CRITERIA FOR SHORT-TERM 
INSURERS 
Various methods have been developed to establish financial distress in an insurance 
firm. The most basic is concerned with the measurement of the insurer's solvency, and 
---------·~-.---·· ••+ -~----·· --···· ----
is m~asur~~-~_Qie ~atio ~f premiums to surpll1~· More sophisticated methods based 
on statistical theory and the theory of financial management have taken the methods 
for evaluating insurer performance further. 
3.12.1 Basic Solvency of insurers 
~insurer must be able to meet future claims on_ti_s_!c~fu~!it.h._~_unde!Wfin~!l_, __ This 
implies that it must have adequate assets that will be enough to cover the costs of such 
claims, should it for some reason cease to continue underwriting. 
According to the South African Institute of Chartered Accountants (I 992:27) the 
solvency~~~-~~~~~e.~ as the shareholders' fwids~~~s._s_~c!-~_11:P~!C~!l~ge of 
pet pre~um income. Although this is the internationally accepted definition of the 
term, the South African Registrar of Insurance has determined that the calculation of 
shareholders' funds should be based on the difference between the total value of 
insurance assets less the value ofliabilities. Net premium income is regarded as the 
premiums written less reinsurance placed outwards. This calculation excludes the 
value of unearned premium reserve and is a more onerous measure of solvency than 
the generally accepted calculation. 
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The Registrar of Insurance has also determined a minimum solvency percentage of 15 
percent according to his Circular RV 107 (issued on 20 November 1989). 
3.12.2 Operating ratios 
In the early 1970s, the National Association of Insurance Commissioners (NAIC) in 
the USA developed an ex ante solvency surveillance system, called the Insurance 
Regulatory Information System (IRIS). This system specifies eleven financial ratios, 
and insurers with four or more ratios outside specified ranges are classified as priority 
companies for regulatory scrutiny (BarNiv & McDonald 1992:547). The IRIS ratios 
are shown in Table 6 (adapted from Cummins & Weiss, in Kopcke & Randall 
1991:150). 
Table 6 The IRIS Tests used by the National Association of Insurance Commissioners to detect 
Insurers who may be in financial distress 
Ratio test 
Premium to Surplus 
Change in writings 
Surplus aid to Surplus 
Two-year Operating Ratio 
Investment Yield 
Change in Surplus 
Liabilities to Liquid Assets 
Agenfs balance to Surplus 
One-year Reserve Development 
Two-year Reserve Development 
Estimated Reserve Deficiency to Policyholder 
Surplus 
Result Consequence 
Fail if Result >300% 
Fail if Result >33% or if Result <-33% 
Fail if Result >25% 
Fail if Result >100% 
Fail of Result <5% 
Fail if Result <-10% or if Result >50% 
Fail if Result >105% 
Fail if Result >40% 
Fail if Result >25% 
Fail if Result >25% 
Fail if result >25% 
These tests have been the source of much controversy, and there is some evidence that 
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they may not be sufficiently able to predict failure (Harrington & Nelson 1986:584). 
Criticism of the IRIS system has involved the following arguments in particular: 
• The system fails to consider the possible interdependence between the ratios 
• The ranges of acceptable performance for some ratios seem to have been set 
in an ad hoc manner 
• The system has apparently failed to provide adequate advance warning of 
financial distress 
• There is a lag between the date for providing statements and the date on which 
regulators are provided with the ratios 
• BarNiv and McDonald (1992:547) point out that several studies (Thornton 
and Meador [1977] and Hersbarger and Miller [1986]). have shown that the 
IRIS tests were not able to discriminate between solvent and insolvent insurers 
Alternative approaches have been suggested to the IRIS approach, and some of these 
are discussed in Chapter 9. 
3.13 THE MCKJNSEY PLANNING MODEL 
Gluck et al (1980:155)33 have suggested that there are four sequential stages in the 
formal planning process in different companies. Each of these stages has clear 
advantages over its predecessor regarding 
• 
33 
the manner in which the planners express the issues and alternatives facing the 
firm 
The authors were employed by McKinsey & Co,. Inc. 
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• 
• 
• 
3.13.1 Phase I 
Short-term insurance 
the quality of preparatory work that goes into the planning process 
the readiness of the top management to participate in and to guide the strategic 
decision process 
the effectiveness of the implementation process 
Firms in this phase base their plans on the basic budgeting process, and every issue is 
reduced to a financial problem Revenue, expenditure and capital needs are identified 
and limits placed on the expenditure. A few financial objectives, such as a projected 
earnings growth rate, or a specific limit on the expenditure on capital, may be stated 
in this plan. Documentation of the plan is contained in the budgets themselves and no 
formal strategic plan is specifically formulated. 
Information systems are structured to report on the performance of the firm in relation 
to the budgets set. 
The process is heavily dependent on the knowledge and expertise of top management. 
Their view of the competitive position of the firm and its capabilities is the basis of the 
planning process. The quality of the strategies planned therefore depends on the 
quality of the top managers of the firm. 
Phase I planning may be effective for firms in extremely stable and simple 
environments. However, if the number of products and the degree of technology 
increases, the problems may exceed the capability of any one manager. The need to 
find a basis for estimating the financial needs of the firm for the future will make it 
necessary to anticipate and predict the future possible impact of political, economic 
and social forces in the firm's environment. 
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3.13.2 Phase II 
Because the time horizon of the previous phase is relatively short, the planners may 
find that the turbulence in the real world will cause their results to differ from the plans 
they have made. They may therefore need to employ more sophisticated methods such 
as trend analysis and regression models to forecast the future. These methods may 
eventually be developed into computer simulation models. 
The planning in this phase is an improvement on the method of phase I. The longer-
term view and the thought given by planners to the potential business impact of 
discernible current trends should lead to better decisions being made about the 
strategic direction to be taken. Resources may then be allocated more effectively. 
Furthermore, business units can share capital and other resources. 
The portfolio analysis approach suggested by the Boston Consulting Group could be 
used by firms in this planning stage. This method is based on the principle that costs 
decrease as production increases, and it is therefore possible to predict the level of 
costs at a specified level of production (Cravens 1982:66). This principle may be used 
to analyse the product portfolio of a company with several products by plotting each 
product on a two-way matrix, using market share and market growth on the axes. The 
insights gained through the portfolio analysis are then regarded as the basis for the 
strategic plan. Firms in this phase, using portfolio analysis, will tend to take a static 
view of themselves in their planning. They will focus on the capabilities of the firm 
instead oflooking for new opportunities. They will not try to shift the position of the 
firm on the matrix. 
Firms in this phase are still focused on the short or medium term. The planning 
process may become mechanical when the last plan is used as the basis for the next 
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plan, with modification to adapt to trends perceived and performance adjustments 
dictated by top management. Rapid environmental change may also result in the 
forecasts becoming obsolete. Planners in phase II may therefore begin to recognise 
the forces driving the changes in the marketplace. To achieve this insight, they must 
understand the key determinants of success in their industry. 
3.13.3 Phase III 
Planners in phase III attempt to move the firm into a more competitive position by 
developing new capabilities or by redefining their market according to their firm's 
strengths. To do this they take an objective look at their enterprise from the viewpoint 
of an outsider. This will include an evaluation of the capabilities of their competitors. 
They also identify the environmental factors that decide between success and failure 
for their industry, and then match their capabilities to those factors that they can 
address. Using this approach, they can re-engineer their processes and products to 
better advantage. This results in a dynamic allocation of resources with the focus on 
the external environment (Beetge 1990:442). 
Many diversified companies in phase ill also formally group related business units into 
strategic business units (SBUs). The strategic decisions are then taken at two distinct 
levels - at a corporate level, where the entire firm is affected, and at the SBU leveL 
involving the SBUs and their own environment. This makes the development of 
strategy relevant to individual decision makers in the firm. 
Top management will expect several strategic alternatives to be presented by the 
planners (Gluck et al 1980:158). Each alternative will be supported by a different 
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risk/reward profile, and each will give priority to a different objective. This may 
impose an unacceptable burden on top management, because the number of issues 
raised, the number of alternatives offered and the opportunities identified may expand 
alarmingly. Many strategic decisions may be made deeper in the organisation without 
top-level participation, and this forces the top management to become more involved 
in the planning process. 
Phase ID requires an effective environmental scanning programme, a thorough analysis 
of alternatives by development of scenarios and the use of techniques such as 
sensitivity simulation (Beetge 1990:443). 
3.13.4 Phase IV 
Ideally the firm should integrate strategic planning and management as a single 
process. Gluck et al (1980:159) found that only a few of the companies they had 
studied were managed to this extent. In these firms, management linked strategic 
planning to operational decision making. Phase IV is accomplished by implementing 
the following three mechanisms. 
1. A planning framework that cuts across organisational boundaries and 
simplifies strategic decision making about customer groups and resources. 
Instead of the two-dimensional approach used in phase III, planning could be 
arranged on as many as five distinct planning levels. 
• At the lowest level, strategic planning takes place at the 
product/market level. Here, plans are made for the product, price, 
sales and service areas, and competitors are identified. 
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Business unit planning takes place where largely self-contained 
businesses within the organisation control their own market position. 
These plans form the basis for the corporate strategic plan. 
• Where resources are shared to achieve economies of scale, it may be 
strategically important to manage such resources as a whole. 
• Sharing customer groups or technologies may be possible for several 
business units. This should be specifically planned for. 
• Finally, the corporate headquarters plan to incorporate global trends, 
set corporate objectives and control the general financial and human 
resources of the firm. 
2. A planning process that stimulates entrepreneurial thinking. Phase IV 
planners avoid the bureaucratic complexity of the formal planning process 
used in phases II and III by making business units responsible for their own 
planing, including the environmental scanning required. However, the units 
are encouraged to review the plan continually and to replan as necessary. The 
headquarters monitor the performance of the business unit against the 
corporate plan, and implement corrective measures as required. 
The corporate function will be to encourage the business units to be creative 
in their plans by stressing competitiveness, focusing on a theme, negotiating 
the objectives with the SBU and demanding strategic insights. 
3. A corporate value system that reinforces managers' commitment to the 
company's strategy. The values will be based of ideas such as the value of 
teamwork, entrepreneurial drive, open communication and a shared belief that 
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the enterprise can largely create its own future. 
Taylor and Cummins (in Cummins 1985:21) foood that all major insurance companies 
in the USA were in phase II. They observed that the transition from phase I to phase 
II had been initiated by a crisis in the industry in the mid-l 970s and expressed the hope 
that further difficulties and profoood changes in the business environment would 
encourage the insurance industry to adopt more creative approaches to strategic 
planning, and to move to phase III. Ultimately the industry should reach the phase of 
full strategic management (phase IV). 
Grosjean (in Cummins 1985:93) foood a similar level of development in strategic 
planning in the European insurance industry. Similarly, Beetge (1990:443) confirmed 
that the South African insurance industry also was in phase II. He, too, expressed the 
hope that the current turbulent environment would force a transition to phase III. 
3.14 SUMMARY 
As mentioned in the section of the limitations of this research, not many data are 
available on the financial history of the South African short-term insurance industry. 
To make an analysis of the financial success or failure of the South African short-term 
insurance industry possible, it was necessary to prepare a consolidated income 
statement and balance sheet for the entire industry. 34 The data were then recalculated 
to show 197 5 values. 35 If the original data were used, this would show an increasing 
34 
35 
The consolidated Income Statement and Balance sheet for the South African short-term insurance 
industry appears in the Appendix. 
197 5 is the first year for which data were available. This year's values will be used as a datum 
point for the rest of this study 
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trend because of the high inflation prevalent in the South African economy during the 
period between 197 5 and 1993. 
This chapter briefly reviewed the development of short-term insurance and then 
investigated the processes prevalent in the South African short-term insurance industry 
for the generation of cash flows. Various approaches to the pricing of risk for the 
purposes of underwriting were investigated. The profit history of the industry was 
analysed with the focus on the contribution made by investment income to the overall 
financial results of the industry. 
The following chapters will investigate the income and expense factors as shown in the 
revenue accounts of insurers operating in the South African short-term insurance 
industry. The cyclical underwriting performance of the South African short-term 
insurance industry will be the theme of the next chapter. The underlying causes of 
cyclical trends in these results will be identified and discussed in detail. The financial 
effect of reinsurance, investment, reserves and other expenditure items will be the 
subject of subsequent chapters. 
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4.1 INTRODUCTION 
Figure 18 The position of the internal cash flows in the value cycle. 
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The previous chapter closed with an indication of the net income/loss history of the 
South African short-term insurance industry over the past 20 years. This chapter 
follows the value cycle and is concerned with the step of the generation of 
underwriting profits. These profits are the basis of the financial performance of 
short-term insurers, and the history of their performance in this regard is an important 
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aspect of the study. 
In an effort to throw some light on the factors that affect the variance in the 
underwriting profits of insurance companies, this chapter will deal with the analysis 
of these net incomes during the period 1975 to 1993. Various approaches to time 
series analysis will be examined. The fluctuations between profitability and loss over 
that period will be discussed, the objective being to identify the causes of these 
variations. This chapter will conclude the discussions on how short-term insurers 
achieve profitability introduced in Chapter 2. 36 
l.J!J.der\Vfitil!gcyfl~sarejlllpOrtallt as a subje_ctfgrjp,<;ly,siog._jn this study, for the 
following reasons 
1. Observation and analysis of the underwriting cycle can provide investors (or 
potential investors) ~th oppc:>rtlln.ity ~f timiJ:ig 1:J:!eir_~~~i.sie>p.Jo_ inv~st in tli_e 
short-term insurance ind~stry to the best advantage 
2. Managers in the industry ~~J>lan their strat~~~-~ view of the changing 
circumstances that the future may hold 
3. If the financial results of firms in the short-term insurance industry follow a 
~lear cyclical Pattelll>. a, $dyof 1:ll~~cy~l~JJ~YPies.entYalual>leinsights into 
the competitive processes at pla.y in the insurance mar1':~_[>oherty & Kang 
1988:200) 
4. A study of underwritin¥ 9'_~~e._~~~ __ r_eveal 11:1~-~~rs 1!:1~!-~e-~~E:C.~_to the 
success of the insurance industry 
36 This is the first step in the value cycle shown in Chapter 1. 
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The latter reason is the main motivation for including the next section, dealing with the 
cycle and its causes, in this study. The next section will therefore investigate the 
apparent cycle in the financial results of the South African short-term insurance 
industry. The statistical methods for identifying and isolating cyclical trends in time 
series analysis will be investigated. 
As shown in Chapter 3, insurers can decide their own income by setting specific rates 
for the risks they assume. An insurer may increase or decrease its price according to 
the expectation of higher or lower losses. One would therefore expect the net incomes 
of insurers to be relatively constant over time, but in reality their net incomes are not 
constant at all. The study of methods for the setting of the correct price (premium) for 
the underwriting of risk has along history. Adam Smith (1863:49) commented on the 
valuation of risk in the setting of the premium: 
That the chance ofloss is frequently undervalued, and scarce ever valued more than it is 
worth, we may learn from the very moderate profit of insurers. In order to make 
insurance, either from fire or sea-risk, a trade at all, the common premium must be 
sufficient to compensate the common losses, to pay the expense of management, and to 
afford such a profit as might have been drawn from an equal capital employed in any 
common trade. The person who pays no more than this, evidently pays no more than the 
real value of the risk, or the lowest price at which he can reasonably expect to insure it. 
But though many people have made a little money by insurance few have made great 
fortune; and from this consideration alone, it seems evident enough, that the ordinary 
balance of profit and loss is not more advantageous in this, than in other common trades 
by which so many people make fortunes .... 
The insurance price is thus made up of several components - the payment of losses and 
the covering of the expenses of management. 37 
37 Adam Smith did not add the reinsurance component, possibly because this important cost factor 
only came into prominence in later years. 
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Circumstances in the c~ ~n~!~~~i.it may ~~:>I1J:~IP:~_!? .. !:i~f1.~i_9:~!~ ~~~_g~~-!g_ 
the rat~~-~~~~~~_fo_~!11:~ underwriting of risks. Such changes could take the form of 
instantaneous shocks from outside the insurance industry that will be reflected in 
premium rates. For example, ~~~~~!..!~!~~--111~ .Y~.-~!1!_!!1:~~~~~!!.Q! __ ~j~te.<:L 
continually. Instead, these changes take place from time to time when the Reserve 
Bank changes the Bank rate. 38 Should the interest rate increase1 .!Q!s_~!J!2e. !e.f1e,pte,d ... 
lllJ>~~inium rates but these rates will subsequently stabilise until disturbed by the next 
shock. The pricing mechanism thus becomes a vital mechanism in determining the 
ultimate net income of insurers. 
Taylor (in Cummins & Derrig 1991 :61) found that premium rates may exhibit one of 
three possible forms of behaviour over time: 
1. All premium rates fluctuate periodically, the period of fluctuation being the 
same for all insurers in the industry 
2. All premium rates ultimately settle to stable values, possibly after some 
short-term fluctuation 
3. All premium rates grow without limits over time. 
For practical reasons there are only two modes of behaviour of premium rates -
ultimate stability or persistent instability, as in cases 1. and 3. above. 
38 The Bank rate is the interest rate at which the Reserve Bank lends money to the commercial 
banks. 
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4.2 THE EXISTENCE OF UNDERWRITING CYCLES 
There is strong evidence for the existence of cycles in published underwriting net 
incomes of insurance companies (Taylor, in Cummins & Derrig 1991:7). Most of the 
research set out in the literature concentrates on the cycle in the USA (V enezian 
1985:477, Doherty & Kang 1988:199, Berger 1988:298), but the cycle has been 
observed internationally in other insurance markets as well (Cummins & Outreville 
1987:246). Periods of profitability are followed by periods ofloss, in a repeating 
pattern or cycle. 
The cycle appears to have a frequency39 of approximately six years, but in recent years 
the cycle has been in a negative phase for more than five years (Greenwald 1992:58). 
4.3 TIME SERIES ANALYSIS 
To promote an understanding of the behaviour of the net income/loss history of the 
industry, and to help forecast future trends in the financial performance of the industry, 
it is necessary for the historical data to be subjected to a classic time series analysis. 
The analysis of time series data is a search for patterns (Willis 1987:45). The objective 
of this search is to isolate the components of the observed patterns to identify the 
variables that influence the behaviour of the subject being studied. Sophisticated 
methods and calculations are available for the decomposition of a time series, but not 
39 The frequency of a cycle is the period elapsed between the start of one phase of the cycle and the 
end of that phase. The amplitude of a cycle is the extremities of the cycle from the centre (null) 
value. 
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all such analyses need to be complicated (Smith 1981 :57). 
In the analysis of time series data the use of moving averages and exponential 
smoothing enables the forecasting of future values based on past values. This 
approach is based on the premise that future values will mimic their own past values 
(Kress 1985:49). More complicated methods such as the decomposition model may 
also be used. This section will deal briefly with the decomposition model., followed 
by an examination of the simpler time series models of moving averages and 
exponential smoothing. 
4.3.1 The Classic Decomposition Model 
According to Makridakis & Wheelwright (1989:95), decomposition models are used 
to isolate the various components of a time series of data. These models are therefore 
valuable tools in determining the underlying causes of the variation in the financial 
results of the South African short-term insurance industry. It is necessary to identify 
the following components for the decomposition (Daniel & Terrel 1995 and Terrel 
1989:771): 
1. The long-term trend (T) is the general tendency for change in a variable over 
a long period. A trend may be upwards, downwards, or stationary. 
2. Seasonal variations (S) will be attributable to periodic fluctuations. Examples 
of such variations can be seen in the production of certain farm products or 
in energy consumption. 
3. Over an extended time, data may show regular up and down variations. This 
is called the cyclical variation (C). 
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Any variations not accounted for by trend, cycle or seasonal factors may be 
termed an erratic variation (E),because of unpredictable influences. The 
relationship between these four components may be described on the basis of 
either the additive model or the multiplicative model. 
The multiplicative model is the more widely used decomposition method. This 
model uses the same sources of variation, but states only one value (usually 1) as 
original values. The other variables are stated as relative values, or percentages of the 
trend values. Since the trend values can be calculated from the net income/loss data, 
and the net income/loss data are the only set of data available, the multiplicative model 
will be used in this study. This model is represented by the equation 
Y=T·S·C·E 
(16) 
Seasonal variations are the result of the fluctuations associated with climate, seasonally 
related activities and customs (Daniel & Terrel 1995:772). The elimination of 
seasonal variations is desirable to smooth the observations around the trend, because 
seasonality may cloud the conclusions drawn from such data. The question of 
seasonal adjustment applies only when the data presented for analysis pertain to 
periods ofless than one year (Clelland et al 1973:564). Data for the net incomes of 
insurers used in this study were available only on an annual basis. Therefore seasonal 
variations could not be identified, and were ignored for the purposes of this research. 
Unfortunately the multiplicative model introduces the possibility of increased error 
terms and the use of this approach is not advisable for relatively small samples of data. 
This approach was therefore not followed in this research. 
The additive model assumes that the components of the variable being observed over 
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time are independent of each other. That assumption implies that the values of the 
trend will not influence the values of the seasonal or cyclical components, no matter 
how large the trend value may become. Kress (1985 :50) observes that this is usually 
a questionable assumption to make. This model may be presented as 
Y=T+S+C+E 
(17) 
where Y is the observed value of the variable of interest, T the trend component, S 
the seasonal component, C the cyclical component and E the erratic component. S, 
C and E are stated as quantitative deviations around T. The trend and the cycle may 
be isolated under the same assumptions made for their isolation under the 
multiplication model above and any other variations would be as a result of an error 
term E. The model then reduces to the equation 
Y=T+C+E 
(18) 
The trend will be isolated in the following section, deducted from the observed values, 
and this would leave only the cyclical component and the error term. 
4.3.1.1 Accommodating the long-term trend 
To isolate the actual trend, the method of the least squares was used to calculate a 
linear regression line for the net income data This method resulted in the following 
regression equation: 
y = a + bx = -7542.82 + 659.53x 
(19) 
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The positive slope of the regression line suggests a trend of increasing profitability. 
The regression line is shown in Figure 19. To eliminate the possibility of the trend 
influencing the further analysis of the net income/loss data, the actual net income 
results were calculated as differences on this trend line. 
In view of the conclusion drawn in Chapter 3 that the long-term underwriting beta 
tends to zero, the near horizontal aspect of the trend line is expected to approximate 
the risk-free rate Rr-
4. 3.1. 2 Cyclical variations 
Figure 19 Actual trend value for the net income/loss history of the South African short-term insurance 
industry for the period from 197 5 to 1993 
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The major difficulty in analysing the South African underwriting cycle is the 
availability of data for enough periods to make the conclusions drawn valid. In 
addition, the data available are combined for all lines of short-term insurance (fire, 
accident, motor and personal accident). Venezian (1985:497) has found that different 
classes of insurance may have differing phases in their cycles of profitability. 
However, since the purpose of this research lies mainly in determining the underlying 
causes of industry profitability, the analysis of the South African underwriting cycle 
serves, firstly, to compare the causes of this cycle to the research already conducted 
in other countries in this field. Secondly, the identification of the phases of the cycle 
is of interest here only for predicting possible success or failure. 
4.3.2 Testing for autocorrelation 
To test for the possibility that a set of data follows a linear trend, the assumption must 
be made that there is an independent error component. If the error terms are 
correlated, they display a characteristic known as autocorrelation. Because many 
problems may result in the analysis and interpretation of time series data if values are 
autocorrelated, the presence of autocorrelation in the data must be determined. Such 
autocorrelation, if present, may be either positive or negative. Positive autocorrelation 
is present in data when a positive error term in period t tends to be followed by a 
positive error term in one or more subsequent periods (Daniel & Terrel 1989:736) or 
when a negative error term in period t tends to be followed by a negative error term 
in one or more subsequent periods. Such positive autocorrelation will suggest intrinsic 
cyclical behaviour, because the value of prior terms will influence the values of 
subsequent terms. 
Negative autocorrelation will be present if a positive error term in period t tends to be 
followed by a negative error term in one or more subsequent periods. Alternatively, 
! 
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it will be present when a negative error term in period t tends to be followed by a 
positive error term in one or more subsequent periods. 
The most frequently used technique for testing for autocorrelation is the Durbin-
Watson test (Venezian 1985:493). The test statistic for this is 
d = 
n 
I: (e, - e, - 1)2 
t = 1 
t = 1 
where eh ei, ... , en are the sample values ordered according to time. 
Table 7 Values for testing autocorrelation 
-15624 14349707 
2 3623 370450014 
3 8362 22458030 
4 11210 8109809 
5 -2971 201106936 
6 -18802 250601711 
7 -12961 34119314 
8 5258 331911703 
9 -5840 123163961 
10 -34974 848766523 
11 -14603 414977066 
12 19435 1158583649 
13 36285 283922252 
14 20918 236155001 
15 -35851 3222702651 
16 -9437 697711831 
17 21125 934019888 
18 6150 224235531 
9377345576 
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244112523 
13125965 
69922504 
125658277 
8829678 
353510771 
167979955 
27643787 
34107820 
1223165838 
213241826 
377725897 
1316613148 
437555561 
1285295926 
89052980 
446263525 
37828088 
6471634067 
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4.3.2.J Hypotheses 
The Durbin-Watson test statistic can be used to test the hypothesis that the error terms 
are not autocorrelated as follows: 
1. Ho: 
H1: 
2. Ho: 
H1: 
3. Ho: 
H1: 
In the population, the error terms are not autocorrelated. 
In the population, the error terms are positively autocorrelated. 
In the population, the error terms are not autocorrelated. 
In the population, the error terms are negatively autocorrelated. 
In the population, the error terms are not autocorrelated. 
In the population, the error terms are either positively autocorrelated, 
or negatively autocorrelated. 
4.3.2.2 The decision rules 
To select the above three sets of hypotheses, the tables published by Durbin and 
Watson should be used to find the two critical values of d. The relevant values used 
in this test are shown in Table 8 below. Because this analysis is concerned with the 
years 1976 to 1993, the value ofn is 18. 
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Table 8 Critical values for the Durbin-Watson test for autocorrelation where n=18 
. $igniti~;tllc~•1~~elr•••••···· . 
. <-'-""""""""'""'-"'""""""""""""__.__~~-=---""---'-'--~"'--~'-'--'-"=~ 
o.osp 
·········b.025············· 
. 0.0()l 
Source: Daniel & Terrel 1995:A-80 
1.16 
1.03 
0.90 
1.39 
1.26 
1.12 
For hypothesis sets 1 and 2, dL and du are obtained from the table for the chosen level 
of significance. For hypothesis set 3, the critical values are obtained from the table 
corresponding to one-half of the chosen level of significance. 
The decision rules are as follows: 
1. Reject H0 if d < dL. Do not reject Ho if d > du. If dL s d s du, the test is 
inconclusive. 
2. Reject Ho if (4 - d) < dL- Do not reject Ho if (4 - d) > du. If dL s (4 - d) s du, 
the test is inconclusive. 
3. Reject Ho if d < dL, or if (4 - d) < dL. 
Do not reject Ho if d >du, or if (4 - d) >du. 
If dL s d s du, or if ( 4 - du) s d s ( 4 - dL) the test is inconclusive. 
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4.3.2.3 Calculations 
The data used in calculating the test statistic dare shown in Table 7. 
Substituting the sums of (e1 - e1_J2 and e/ in (20), the test statistic is calculated as 
4.3.2.4 Conclusion 
d = 9377345576 = 1.45 
6471634067 
(21) 
Since d, at a calculated value of 1. 45 is larger than the critical values of the Durbin-
Watson test at the values of a= 0.05, a= 0.025, or a= 0.01, it is not possible to reject 
Ho under decision rule 1. Furthermore, since (4 - d) equals 2.58, it is also not possible 
to reject Ho under decision rules 2 or 3. 
.... .. . . . ..... . .. . .. . . . ..... . 
. .. ,ji!!!; i1i,~••1: /. 
~--·~&ilS!uth 
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4.4 CAUSES OF THE UNDERWRITING CYCLE 
From the evidence shown above, there are clearly marked variations in the 
underwriting net incomes of South African short-term insurers. The variations show 
a clear cyclical pattern and the frequency of the cycle is about six to seven years. The 
cycl.e._appe.~~ !C>}!~~e shortened in recent y~~_s.. 
There are several theories in the literature to explain the underlying causes of such 
underwriting cycles. Since these theories can provide a basis for further empirical 
research, the following section of this chapter will deal with each theory in detail. The 
implications of each theory for the research will be identified. This will be done 
because it is possible that any one or all of these theories may contain aspects that will 
help to identify financial CSFs. The implications for this study arising from each 
theory will then be isolated. 
4.4.1 The institutional rigidities theory 
In practice, the setting of insurance rates at a level that will provide a reasonable net 
income is a complex problem for insurers. Competing insurers may use different 
forecasting parameters and different periods. Venezian (1985:479) has suggested that 
the extrapolative rate-setting methods employed by insurers cause the underwriting 
cycle. Jns~ers ~se 1!1!~h~~~-~~!!1:o4~ ~f~~~1!11iQ~_g_the_!_Q~~~J>~!!.~.C.~_()Yc:lr the 
i~~~i~!~_p_~!-~~-!!:t~P.!~je.~t--~~t _e.~pe.!i~~~--!!1:~.-~f:lJ!~. ~----~- ~!!~!!!P.!_to 
forecast th~J()~S experience. Cummins & Outreville (1987:247) point out that rate 
making typically uses an estimating period of approximately three years as a base for 
an extrapolation period of about two years. 
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This theory is based on the concept that the unexpected losses of the past are factored 
into the future premiums because the assumption is made that the future period being 
priced will also contain a similar number of unexpected losses. When unexpected 
losses do not materialise in the subsequent period, the assumption is again made (when 
a rate must be set for the next period) that there will be no unexpected losses. The 
assumption that the future pattern oflosses will closely follow the experience of the 
past is partly based on the law of large numbers. Ac;sor<!_i!J._g__!o this theory, the 
insurance ind\JStI')' has almost no r~C.()~tion of_!!ie influence of external factors ~~ch 
as_~~~~~~~--~~~~~~~!11.~J~~~cessofloss prediction 40 
According to this theory, past loss data are the main influence considered in setting the 
premium levels. If past losses are exceptionally high or exceptionally low, future losses 
will be overestimated or underestimated. 
The correction of any adverse trend in underwriting results is complicated by the effect 
of a lagged period of adjustment. Many insurance contracts are made for periods of 
up to a year, and the premium set at the beginning of the period may not be sufficient 
to cover the losses during that year. The insurer is however contractually bound to 
maintain the premium. Conversely, if the premium is more than required and losses 
ar~()\Ve! tlll'.':'1 t:i~ected at the outset, abn()_Jlllal underwritiJ:!g n~! ~C:~.!!!~~-~~-!>.e 
1Il:l:l.~t:l~ Premiums cannot be adjusted at short notice as may be possible for other 
prices. This may lead to successive periods of underwriting net incomes or losses. 
V enezian (1985) found that the lags inherent in changing rates significantly affected 
the profitability of the underwriting process. 
40 In view of the tendency for the systematic risk of the underwriting portfolio to assume values near 
to zero over time, the ignorance of external factors is possibly appropriate. The ability of insurers 
to compensate through pricing decisions for adverse underwriting results may lead to this intuitive 
conclusion. 
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The insurance industry seems to be unable to adopt improved methods of forecasting 
losses - hence the nomenclature of "institutional rigidities" for this theory. V enezian 
(1985:497) concludes that the industry is responsible for creating the cycle by using 
naive forecasting models. He has also suggested that better methods, such as 
econometric models, could be used by the industry to forecast possible future loss 
levels. 
4.4.2 The perfect markets/rational expectations theory 
The process of insurance involves the collection of premiums and the later payment 
of claims. These transactions in insurance may be viewed as a series of cash flows that 
can be discounted by appropriate discount rates (Niehaus & Terry 1993:468). 
Therefore insurance firms operating in a perfect market will base their pricing 
decisions on the present value of future claims. 
This theory implies that the levels of current premiums are explained by future losses, 
and that past information does not help to explain current premium levels. This 
forward-looking approach is rational because the future cash flows required for 
payment of the future losses should be the only concern of the insurers when setting 
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the rates for insurance for those future losses. 
The rational expectations model is intuitively appealing because it is consistent with 
recent economic theory developed for other types of financial markets (Cummins & 
Outreville 1987:249). 
This view assumes a perfectly competitive insurance market with no transaction costs 
and no information costs. A further assumption of this theory is that losses are 
independent of the action of the consumer, and that the distribution of these losses is 
known. Furthermore, it is assumed that all losses are paid one period after the 
premiums are received. 
According these assumptions the present value of the expected (future) loss payments 
may be expressed as follows: 
(22) 
where E(L ~ t+ J is the expected loss payment at time t + 1 on policies written at time 
t, and t>1 is the discount factor for the policies written at time t. This approach explains 
the supply and demand of insurance through the projections of future losses. Because 
insurers can determine their premiums based on their expectations of these future 
losses, it is possible that unexpected losses will result in lower than expected net 
incomes, while a more favourable loss experience may lead to higher than expected 
net incomes. If the process of setting the future premiums becomes more subjective 
because of these unexpected results, insurers could be tempted to introduce variations 
in their pricing policies. If these variations are introduced at an inappropriate time, the 
net income or loss may be increased and the underwriting cycle is then introduced. 
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Doherty & Kang (1988: 199) provide a similar perfect markets explanation that models 
both the supply and demand for short-term insurance. They attribute the cyclical 
behaviour of underwriting net incomes to the market's continuing attempts to find a 
level at which it can clear. For any market to clear all the goods or services offered, 
the supply must match the demand. Prices will normally converge smoothly towards 
their clearing levels, but the existence of the underwriting cycle suggests that prices fail 
to do so in the short-term insurance industry. Doherty & Kang (1988:210) observe 
that the cycle is evidence of a rational economic response to prevailing economic 
" -·- ----·------·--·--··- ·-------·--···-----
circU111St3!1~~~· 
Several practical problems are associated with the perfect markets framework. The 
major difficulty lies in the forecasting of future losses. According to the rational 
expectations. approach all relevant information would be taken into account. The 
insurance market (especially in the South African context) is not really as freely 
competitive as the rational model assumes. The relatively small number of 
competitors causes the short-term insurance market to behave more like an oligopoly, 
and this further hampers the free exchange of information between buyers and sellers. 
It is.lllso possible that the occurr~~-()f~~~~()~1()sses, su~~ as ~tastr()E~~~,-~()llld 
initiate a decline in the net income~ C>(!li.~~~-ustry (Greene & Serbein 1978:373), 
while the absence of such losses would result in a better than anticipated net income. 
Such deteriorations and improvements trigger cycles of more conservative and 
·----·------------·-------···--·---·-----·--·------~---·-----·----------~----------
aggressive underwriting attitud~~' __ with r~slll~!Y~-~t!~~-!1.!.!!1~_1!~ inc~~e~_! the 
in~u~~· 
Actuaries could use sophisticated models and such models would include past losses, 
~~~~e-~_inflation and trends in liability settlements. If there is a difference between 
the expected outcome and the actual results, this forecasting error will be considered 
unbiased and uncorrelated with any information known at time t. This forecasting 
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error should also be discounted using the same discounting factor used for discounting 
the future losses. This relationship will result in the following equation: 
(23) 
According to this approach, future loss payments and current interest rates should 
explain the premiums set at time t, because the error u would be uncorrelated with any 
other information known when premiums are set The premiums are thus the best 
predictors of future losses (and underwriting net incomes) because they contain all 
information available about the future losses (Niehaus & Terry 1993 :467). However, 
there is a time lag in the setting of prices and the performance of claims settlement and 
since the adjustment is not instantaneous, the error term may be exaggerated. 
Doherty & Kang (1988:210) have concluded that the cycle is caused by meandering 
rates of interest stimulating a regular insurance cycle through the adjustment lags . 
. ,;,);;j;,,;.~jJjJll!S;:;;i! /} 
-~~-:~-1~1~1~~~~~ ~•"'ilAW8~1:~~\ 
· ~~llftlii.il'f!:tlfe ifts:ijrJf##~1flt:ilt.lc !tl~t:~~~'lf > · · .·
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4.4.3 The capital market imperfection theory 
Several studies (Kraus & Ross 1982:1015, Doherty & Garven 1986:1031) suggest that 
the CAPM model could be used as a special case to arrive at a fair and competitive 
insurance price. Using the CAPM model, 41 these studies formulate the competitive 
return on underwriting r,, as follows: 
(24) 
where rr is the risk-free rate of interest, E(r ,,J the expected return on the market 
portfolio, and p the underwriting beta The negative intercept reflects the direction of 
the cash flows under insurance contracts. The funds-generating coefficient -k reflects 
the ability of the insurer to generate funds by reserving premiums. These reserves 
arise due to the delay between the time of receipt of the premium and the payment of 
claims (Doherty & Kang 1988:202). 
It was shown in the discussion of the CAPM model in the previous chapter that the 
underwriting beta tends to zero over time. The underwriting return will therefore be 
the funds generating coefficient applied to the risk-free rate of return. 42 
(25) 
According to this model, the rate of return available in the capital market will directly 
influence the pricing level of insurers, as expected underwriting returns higher than the 
41 The CAPM model was discussed in Chapter 3 in relation to the pricing of short-term insurance. 
42 This conclusion was reached in the previous chapter. 
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expected return ru will create wealth for the shareholders of the insurance firm, while 
returns lower than r" will destroy shareholder wealth. 
As an insurer's profitability increases, the excess profitability will feed into increased 
--·-~-·-, ··-----·------·---------------------·~·----------' 
~us. The in~~~--~!~~~P~!J.~_!:>y_ l~~~~~ p~_~mil!!!l:_!~!_~S.z__!ncre~~~-1!!~-~l!PPlY~ ..... 
~d~l1S.C.~italise on this e~c,~~~~<:>_l~~cy. Conversely, as the solvency declines, the 
insurer will respond by increasing the rates. When capital continues to flow into the 
insurance industry, rates remain "soft", and the underwriting net incomes are then 
unlikely to rise (Hofmann 1993 :25). Simply put, we may assume that an insurer can 
function as a benign monopoly. The process of continuous adjustment to the premium 
rates in response to growth or contraction of the surplus must be done is such a 
manner that the adjustment does not result in excessive demands on the capital base, 
otherwise it will introduce excessive swings in the underwriting profits. The 
underwriting cycle is therefore the result of inaccurate rating decisions. In terms of the 
~----···-- ·-----------
CAPM model proposed above the cyclical variation of underwriting profits are 
because of an error factor introduced by the industry. This underwriting error term 
(eJ adds a variable to the risk-free rate Y/ 
r = -kr + e 
u f u (26) 
Berger (1988:302) also observes that this cyclical behaviour may be affected ifthe 
time lag between the change in solvency and the setting of new prices can be changed. 
Gontinuous readjustment may shorten the length of the cycle. /The inaccuracy of the 
...... - ----~ ---
pricing reflected by the underwriting cycle probably demonstrates the industry's effort 
to adjust to underwriting risk instead of accepting that the risk-free rate and the 
systemic risk of the investment portfolio are the critical factors in the setting of the 
"right" rate for the risk. 
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An important implication of this model is the lack of recognition it gives to the time 
value of money. Premiums are therefore not only set according to the expected real 
value of the future losses, but also depend on the past values of surplus. 
4.5 CONCLUSION 
In reality, no insurer c~ act in isolation from its competitors. Therefore, although the 
insurer may adjust its premium based on its own solvency, it must do so in relation to 
the rates of its competitors. If this adjustment is not sufficient to return the insurer to 
solvency, or ifthe adjustment is excessive, the premium rating system will become 
unstable and oscillate. In fact, the _1!1:~!~_!!1!~~e the C()1!1:P~"f'.i.tion and the ~()?:~~! __ the 
delay in adjusting the rates to declining or improving levels of solvency, the less stable 
'~ ·~------ ----·- -~----~ ···-- ··---·----· . ----. - ·---~· ----·· ----- ---·-·'""" ___ ,, _____ " __________________ ,, ___ " ____________ ,_ ----- ~ ,. 
the system will be. 
Th~~~~~_r.of competitors ~-~~-~~~~t-~-~~~~~-~~~-~!.a.:_~~!i!Y_~f the market. 
If the ~OlllJ>~~t~~s can act in uniso1l, the like~()()~_~(~?bi!i!Yi~-~!!hanced_,_!>.!lt as_ the 
num_Q~ <>f P~~jp~t~ii.!£!~~-~s_,_t'.!1:~\!8.!tJ~-~E~PW!t~-~-~ ~~- re~£!ted and_!!!:~ mar~c:'.t 
will then becom~Jl!!~~~- Such instability may become volatile as the critical number 
of market participants is approached. 
There should be reasons why those companies that are less profitable find themselves 
in this position. They are possibly concentrating on a set of priorities that is different 
from those of their competitors. 
This chapter investigated the underwriting results of the South African short-term 
insurance industry since 197 5. The mechanisms for setting premiums, leading to the 
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amount of premiums written in respect of risks underwritten were discussed. The next 
chapter is concerned with the reinsurance processes and their effect on the financial 
results of short-term insurers. 
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REINSURANCE 
5.1 INTRODUCTION 
An insurer's decision to reinsure a part of the risks it underwrites has a direct bearing 
on its own (retained) risk profile. The reinsurance decision should therefore be made 
with care, creating a reinsurance programme that assists the financial management of 
the insurer by laying off enough of the risk so that the underwriter can still make an 
adequate profit from the risk, while not exposing it to undue probability of risk. This 
chapter will investigate the various methods of reinsurance available to the underwriter 
in constructing an effective reinsurance programme. It will discuss the various uses 
that can be made of these reinsurance methods to maximise the underwriter's return 
on underwriting the risk, while minimising its exposure to loss. 
Reinsurance costs are a considerable part of the internal cash flows of an insurer. The 
subject of reinsurance can be extremely complex, but this section of this study will 
provide an overview of the processes and principles involved before moving on to an 
analysis of the impact of reinsurance on the South African short-term insurance 
industry. 
Reinsurance has both a technical and a financial purpose. 
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5.1.1 The technical role of reinsurance 
An insurance company's ability to underwrite risks of any size is limited' by the 
reserves available to that company (Carter 1983:69). Therefore, a smaller insurer 
would find it difficult to underwrite larger risks such as modem jetliners or oil tankers, 
or large conglomerations of risk such as big factories or oil refineries. When insurers 
are therefore approached with the request to insure such risks, they may take 
advantage of the reinsurance mechanism to enable them to provide the insurance. 
Using reinsurance, insurance companies may, in turn, place those risks with specialised 
insurers, thus spreading the risk. 
The need to revert to reinsurance is not necessarily dictated only by the size of the risk. 
Where the extent of the risk is greater than normal, an insurer may elect to reinsure a 
part of the risk and so reduce its exposure. Reinsurance therefore provides protection 
to the insurer in much the same way as an insurer would protect an insured against a 
potential heavy loss. 
Reinsurance thus plays a technical role, in that it can protect insurers against 
insolvency and financial strain by smoothing out the variations in claims costs. Carter 
(1983 :8) quotes Tuma in this regard: 
The purpose of reinsurance is purely technical. It is a means which an insurance company 
uses to reduce, from the point of view of possible material losses, the perils which it has 
accepted. When a caniage fitted with a shock absorber passes over a rough street, the road 
becomes no smoother, butthe passenger would feel the jerks less as these are absorbed by 
the compliance carried as a special addition to the vehicle. So it is with reinsurance; it 
does not reduce losses but it makes it easier for insurance to carry the material 
consequences. 
An effective reinsurance programme can therefore contribute to an insurer's results 
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by enabling the underwriting of future losses on a basis of better predictions, because 
the exceptional losses will be taken care of by the reinsurers. The pricing decisions are 
simplified because of the reinsurance arrangements. 
5.1.2 The financial role of reinsurance 
Despite Tuma' s view that the purpose of reinsurance is purely technical, reinsurance 
can provide financial benefits as well. 
Since the premiums paid for ceded reinsurance reduce the written premium of an 
insurance company, the unearned premium reserves which are calculated on that 
written premium are also reduced. The insurer therefore has to keep a smaller surplus 
than it would have had to keep if it had no reinsurance. This is especially valuable for 
companies operating in a market where the premium reserve is calculated as a 
proportion of the premiums written. Consequently, writing more business would be 
possible for the smaller insurer with an appropriate reinsurance programme and to 
grow its portfolio faster than it could do without reinsurance. 
The effect that reinsurance has in reducing the net premium income may also improve 
an insurer's solvency. Because the solvency margin is expressed as a proportion of 
the surplus of assets over liabilities to the net written premium income, a reinsurance 
programme will enable a company to write a larger gross account than would 
otherwise be possible (Carter 1983 :65). Of course, the effect of reinsurance on the 
solvency margin may tempt a more inefficient insurer to place increasingly more 
business with reinsurers. Therefore many regulators of insurance limit the amount of 
credit that can be taken for reinsurance placed in calculating a minimum solvency 
margin. 
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Reinsurance is a cost to the underwriter and if too much reinsurance is bought, it will 
be to the detriment of the insurer's financial results. The reinsurance decision is 
therefore like the decision an insurance buyer must take whether to insure or not. No 
insurance can mean an unacceptable exposure to loss, while overinsurance can mean 
unproductive costs for the insured. A balance must be struck between the cost and 
probable benefit of the insurance policy. 
The capacity of the insurer for risk bearing will influence the decision about how much 
of a risk underwritten it would need to reinsure. The nature of the risk and the types 
of risk that the underwriter is already exposed to will also influence the decision on 
both how much is reinsured and how the reinsurance programme is constructed. 
5.2 GENERAL PRINCIPLES OF REINSURANCE 
A reinsurance transaction may be defined as an agreement made between two parties, 
called the ceding company and the reinsurer respectively, according to which the 
ceding company agrees to cede and the reinsurer agrees to attempt, a certain share of 
a risk upon terms as set out in the agreement (Bellerose 1978:5). 
The term "ceding company" refers to the insurance company that originally 
underwrites the risk. The reinsurer is the company that accepts that risk from the 
ceding company. The reinsurer may be a company specialising in reinsurance, or a 
normal insurer. It should be noted that reinsuring the risk again is possible for a 
reinsurer. Such a reinsured risk may then be reinsured again, and the process repeated 
often. In this way, through many reinsurance contracts, a large risk can be distributed 
among many insurers in the market, thus reducing that part of the risk that each of 
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them has to carry individually. 
It is important to note that the process of reinsurance does not create any rights for the 
original insured against the reinsurers (Swiss Reinsurance Co Ltd 1986:39). The 
original insured's contract defines the rights of the original insured and the original 
insurer, and the further contract of reinsurance which the original insurer may engage 
in, does not concern the original insured. For instance, if an insured insures his 
supertanker with a specific insurer, and ifthe tanker is lost at sea, the insured would 
claim in full against the original insurer. The fact that the original insurer is then able 
to recover that loss to some extent from reinsurers, is a matter between the insurer and 
the reinsurers. The original insurer will settle the claim in full to the original insured. 
5.3 TYPES OF REINSURANCE CONTRACTS 
The process of transacting insurance was discussed earlier in this study. In that 
discussion, it was pointed out that the original process of insurance involves a risk 
being underwritten by one or more insurers. Where more than one insurer shares 
proportionately in a risk, each would take a share of the risk and a similar share of the 
premium. In the case of a loss the insured must then recover a similar share of the loss 
from each of those insurers. This process is called coinsurance. It is customary for 
coinsurers to entrust the company with the largest share of risk to decide the rating and 
also to be responsible for the administrative work involved in transacting that 
particular insurance. 
Coinsurance is different from traditional reinsurance in the sense that the insured must 
recover its losses from each of those insurers. As was pointed out above, reinsurance 
150 
Chapter 5 Reinsurance 
allows full recovery from an insurer, who may take steps to reinsure all or part of the 
risk, and so reduce its exposure. 
5.3.1 Facultative reinsurance 
The oldest form of reinsurance takes place where an insurer can decide that it could 
not take an entire risk, and is therefore prepared to reinsure part of it (Swiss Re 
1986:53). Each risk to be reinsured will be evaluated separately and will be presented 
to a reinsurer for acceptance. That reinsurer then has an option about what percentage 
of the risk it can take, and it may even choose not to take any of the risk at all. 
Facultative risks are therefore placed one by one, and at the discretion of both the 
insurer and the reinsurer. The term "facultative" refers to the choice that the insurer 
has in the process. 
The following are a few of the drawbacks to facultative reinsurance: 
• The ceding company must provide full details of every risk to the reinsurer. 
Since the reinsurer must then study each risk in detail to decide whether to 
accept the risk in whole or in part, this involves a large amount of clerical 
work. It is also necessary for the process is to be repeated both at the 
inception and at renewal. 
• Each reinsurer has an option about how much of a risk it will accept, and it 
may take a considerable amount of time to place a risk with several reinsurers, 
because each may choose to accept only a small proportion. More time may 
then elapse between the acceptance of the risk by the original insurer and the 
placing of the facultative reinsurance portions with several reinsurers. 
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Therefore, the ceding company cannot give immediate confirmation of cover 
and may even be at risk for the full exposure until the facultative reinsurance 
has been completely arranged. 
• This process is labour intensive, and therefore the commissions paid by 
facultative reinsurers are lower than those applicable to other types of 
remsurance. 
The problems associated with facultative reinsurance lead to the question about why 
the process is being used at all. However, facultative reinsurance is useful in many 
instances for the following reasons: 
• It allows the reinsurance of risks which would not usually fall within other 
reinsurance facilities. 
• It allows the insurer to reinsure amounts that are greater than any current 
reinsurance arrangements. 
• Where the risk is abnormally high, or where the accumulation of risks is such 
that it exceeds the capacity of the ceding company, facultative reinsurance 
allows the selective underwriting of such risks. 
• Reinsuring on a reciprocal basis is common for insurers, and this reciprocity 
will result in a more even spread of specific types of risk. 
• Risks that are usually facultatively reinsured may be of an exceptional nature 
and it is possible that only specialist reinsurers would have the technical 
knowledge such as rates and terms of the insurance contract. 
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5.3.2 Treaty reinsurance 
The facultative process outlined above allows for the reinsurance of specific risks at 
the discretion of both the ceding company and the reinsurer. It was stressed that this 
process involved the individual treatment of each risk while reinsuring it. 
However, making an arrangement in advance by agreeing to cede all risks of a specific 
type on a specific basis to a reinsurer is possible for the ceding company. Such an 
agreement is termed a treaty. The treaty may specify certain limits to the type of risks 
which would be reinsured under it. For instance, a treaty may cover all risks in a 
specific geographical area, or of a specific monetary size (Bellerose 1980: I 0). 
Because reinsurance treaties handle risks in bulk, the reinsurer will not examine each 
in detail, but will rather re]y on the judgment of the ceding company to underwrite the 
risks properly. The reinsurer would have no power to decline or to rate the risk since 
this falls within the limits agreed to in the treaty. One could say that the reinsurer then 
underwrites the ceding company rather than the specific risk itself The treaty method 
eliminates the main drawbacks of the facultative reinsurance as set out above. 
There are two main kinds of treaties, proportional treaties and non-proportional 
treaties. 
5.3.2.J Proportional treaties 
Under a proportional treaty, a reinsurer will agree to accept a certain share of the risk 
in return for a certain share of the premium. Simultaneously, acceptance of that share 
of the risk implies that a similar share of all losses will be borne by the reinsurer. 
Thus, the proportion accepted by the reinsurer is known from the beginning and it can 
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plan for a given volume of business, and also the basis on which claims would be 
settled. Proportional treaties may be formed either as quota share treaties, or surplus 
treaties. 
a Quota share treaties 
A quota share treaty is an agreement under which the ceding company is bound to 
cede and reinsurers are bound to accept a fixed proportion of every risk accepted by 
the ceding company (Bellerose 1980:23). The premiums which the ceding company 
obtains are also shared in the same proportion with the reinsurer. Thus, if an insurer 
decides to cede 20% of all its fire business under a quota share treaty, the reinsurer 
will carry 20% of all losses for 20% of the premium. The distribution of the premiums 
of some illustrative examples is shown in Figure 20. Although the risks are of 
different sizes, the proportion of the risk ceded remains constant at 20 percent. In case 
oflosses, the distribution thereof is illustrated in Figure 21. 43 It can be clearly seen that 
the relative difference in the sizes of the risks does not affect the proportions of the 
distribution of the losses. 
It is customary practice for a reinsurer to limit its exposure for any one risk under a 
quota share treaty. For instance, while a reinsurer may accept 50 percent of any one 
risk under a quota share treaty, it may limit its maximum exposure for any one risk to 
R500 000. The ceding company should make special arrangements for any risks that 
exceed this amount, possibly by using an excess of loss arrangement. 
43 The four risks illustrated are shown with varying percentages oflosses sustained. These 
percentages indicate that part of the risk that had been damaged or lost. 
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Figure 20 Quota Share Cession Distribution 
Premium Ceded 
Ill Cession 80% ml Retention 20% 
A B C D 
Risks reinsured 
The advantages of a quota share treaty for the ceding company are as follows: 
• Because the arrangements are proportional to all of the risks underwritten, 
there are no additional administration tasks to perform. All that needs to be 
done is for the ceding company to give the reinsurer a statement of all the 
premiums written which are subject to the reinsurer' s arrangement, with the 
proportion of the reinsurance deducted. A quota share treaty is therefore very 
simple to operate. 
• Quota share treaties are usually much more profitable than specific insurance, 
because there is no selection of risks against the reinsurer. In other words, the 
ceding company does not keep the better risks for itself and only reinsures 
those risks with a higher probability ofloss. Instead, both the ceding company 
and the reinsurer share proportionately on the entire portfolio. It is possible 
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Figure 21 
Reinsurance 
that the ceding company may therefore obtain better terms and higher 
commissions from the reinsurers. 
Quota Share Losses Distribution 
Share of Losses 
O Undamaged LJ Relnsurer share ~ Insurer Share 
A-50% B-20% C-80% D-100% 
Losses incurred 
While the proportional nature of this treaty reduces the administration involved, it may 
also force the ceding company to reinsure risk which it would normally have written 
within its retention. For instance, if a quota share treaty exists for fire risks by which 
the ceding company reinsures 50 percent of every risk, there may be some risks of a 
minor nature, perhaps under RI 0 000, which it would be obliged to reinsure under the 
treaty. Consequently, the sizes of risks retained by the ceding company are not 
·homogeneous. 
The advantages of a quota share treaty for a reinsurer are: 
• Because the reinsurer receives a share of each risk, there is no selection 
156 
Chapter 5 Reinsurance 
against him 
• 1bis type of treaty is usually more profitable for the reinsurer than other forms 
of reinsurance. 
b. Surplus treaties 
A main disadvantage of the quota share arrangement outlined above is that the ceding 
company must cede a fixed proportion of all the risks, and that would include risks that 
it would normally have retained for its own account. The surplus treaty has been 
designed to overcome this disadvantage. 
Under a surplus treaty, an insurance company will retain all the risks underwritten up 
to a fixed amount. It will then cede to a reinsurer the surplus of the risk over the 
retained amount. The retained amount is usually called a line. Surplus treaties are 
usually defined in terms of a number of lines which the reinsurer will accept. The 
reinsurer therefore contracts to accept multiples of the amount retained by the ceding 
company. 
For example, suppose that a company is prepared to accept up to R50 000 (its line) 
of a given type of risk. If we assume 1hat it has a surplus treaty for 20 lines, that means 
that it can write risks of up to RI 050 000.44 It will retain the R50 000 for its own 
account, and place the rest with the reinsurer. If the insurer is now presented with a 
risk of, say, R50 000, it will retain R50 000 for its own account, and reinsure 
R450 000 under the surplus treaty, which is 9 lines of its retention. These 9 lines are 
well within the maximum 20 lines defined in the treaty. 
44 This total amount is calculated as follows: ((20 x RSO 000) + RSO 000) = Rl 050 000. 
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Figure22 Surplus Cession Distribution 
Distribution of Risk 
LJ Facultative D Surplus Treaty ~ Retention 
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Risks Reinsured 
However, ifthe insurer decides to retain only R20 000, it can reinsure 20 times that 
amount (20 x R20 000 = R400 000). This would leave R80 000 to be placed under 
other reinsurance arrangements and this is usually done on a facultative basis. The 
possible use of the surplus treaty in the placing of risks of various sizes is shown in 
Figure 21. 
The distribution oflosses is illustrated in Figure 22, and the various proportions of the 
losses appear in the "bands" of the risk taken by the distinct approaches between the 
quota share treaty and the facultative arrangement. A major advantage of quota share 
insurance is the simplicity of the method (Carter 1983:161). Surplus treaties are 
therefore the most common form of reinsurance. 
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The advantages for the ceding company of surplus treaties are as follows: 
• Because the ceding company retains a larger amount of good risks and has the 
option of reducing its retention on poorer risks, it can keep more profitable 
business for itself (Bellerose 1980:27). 
• It is possible for the ceding company to retain all of an exceptionally good risk 
for its own account. Because the ceding company retains a range of risks 
which it has predefined as acceptable, it reduces the range of possible losses 
on its retained portfolio. Carter (1983: 162) quotes Robert Reinharz as holding 
the opinion that a surplus treaty enables the law of large numbers to operate 
with maximum efficiency. Reinharz adds: 
The swplus treaty imparts a limit of size of homogeneity to the primary insurer 
through the working of retention. The retention effectively cuts off all variance 
above a certain level of liability in each class, thereby definitely limiting the 
variance to a smaller margin. The reinsurers absorb the wide variances in size. 
However, the ceding company must employ experienced persons to set its retention 
on each risk accepted and this leads to higher administration costs. These advantages 
for the insurer also mean a disadvantage for the reinsurer. Perhaps the only advantage 
the reinsurer has is that, because of the smaller probable profitability of this type of 
arrangement, it should pay a lower commission to the ceding company. 
159 
Chapter 5 Reinsurance 
Figure 23 Surplus Losses Distribution 
Distribution of Losses 
Q Facultative CJ Surplus Treaty ~ Retention 
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Combining quota share and surplus reinsurance principles is possible for reinsurance 
arrangements. Carter (1983:171) recommends 1hat such arrangements should be used 
for newly established insurers where such insurers probably cannot offer a sufficiently 
balanced portfolio to obtain a surplus treaty that will enable those insurers to provide 
automatic covers for the large risk which they may be periodically called upon to 
write. The combination arrangement may, however, be cumbersome and expensive 
to administer. 
Well-established companies may also use a combination of quota share and surplus 
arrangements, where the main purpose of the quota share would be to obtain a 
reciprocical exchange of business, while the surplus element would then provide 
additional capacity. 
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5.3.2.2 Nonproportional treaties 
The essence of proportional treaties is that the ceding company and the reinsurer share 
in the risks in a given proportion. For instance, this proportion may be either a 
percentage or a multiple of the retention line held by the ceding company. 
Nonproportional treaties are agreements under which the insurer agrees to pay the 
ceding company all losses which exceed a certain specified limit of retention of that 
ceding company (Bellerose 1980:37). The most important difference between non-
proportional treaties and the proportional treaty is that nonproportional treaties work 
on absolute values of risk 
a Excess ofloss treaties 
In terms of excess of loss treaties, the insurer sets a retention for a given type of risk 
and .then reinsures that part of the risk that exceeds the retention. The reinsurer will 
only get involved once the original loss exceeds the limit of retention prespecified by 
the ceding company. It should be noted that there is no automatic multiple (or line) 
of the retention held by the ceding company as happens with proportional quota share 
treaties. 
For instance, if an insurer decides to retain R250 000 of a certain type of risk, it can 
arrange an excess ofloss treaty for up to, say, R2 000 000. If it then places a risk of 
RI 500 000, and there is a loss of R750 000, it will pay its full retention (up to 
R250 000), and then recover R500 000 from the reinsurer. 
Most treaties involving reinsurance against catastrophes are defined in terms of excess 
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ofloss. 
b. Aggregate excess ofloss treaties 
Aggregate excess ofloss treaties work in very much the same way as a stop loss cover. 
However, instead of representing the amount that the ceding company is prepared to 
lose annually as a percentage of the annual premiums, it will be stated in actual cash 
figures (Bellerose 1980; 46). Under this type of arrangement, the ceding company will 
pay all losses in full until a specific value of claims is reached. After that, the rein.surer 
will pick up the difference. For instance, an aggregate excess of loss treaty of 
R2 500 000 will see the ceding company pay all losses in full until its aggregation of 
losses reaches that sum. After that, the rein.surer will pay all losses in full until the end 
of the reinsurance arrangement period. 
c. Stop loss treaties 
Stop loss reinsurance treaties are similar in operation to excess of loss treaties as 
discussed above. However, while excess of loss treaties are based on monetary 
amounts, stop loss treaties are based on agreed percentages ofloss ratios. Therefore 
if the loss ratio on a given portfolio exceeds a predefined percentage, the rein.surer will 
take up the difference. For instance, the treaty may define that the ceding company 
will retain all losses up to a 75 percent loss ratio, but that all losses after that 
percentage has been reached, will be borne by the rein.surer. 
Stop loss covers can be useful for placing risks that the insurer may be unfamiliar with, 
since they allow for prior financial planning for the underwriting of those risks. 
However, they may be expensive. 
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S.4 IMPACT OF REINSURANCE ON mE SOUTH AFRICAN 
SHORT-TERM INSURANCE INDUSTRY 
This section of the study will review the part that reinsurance plays in the functioning 
of the South African short-term insurance industry. The proportion of the premiums 
ceded by insurers will be reviewed and an analysis will be made of the probable 
impact of their reinsurance strategies on the financial success of the industry. 
5.4.1 Extent of reinsurance ceded. 
The South African short-term insurance industry has progressively ceded less and less 
of its written premium to reinsurers over the past 12 years. This is illustrated in Figure 
24, which shows clearly that the percentage of written premiums ceded declined from 
more than 30 percent per annum in the early eighties to less than 23 percent in recent 
years. 
From this graph it may appear as if there is a correlation between the net income/loss 
result and the reinsurance premium ceded. Using Quattro Pro software, a correlation 
coefficient of r = 0.0229 was calculated between these two variables. This result 
points to a negative, but extremely weak relationship. Hence there appears to be no 
causal connection between the percentage of reinsurance ceded and the financial 
results of the South African short-term insurance industry. 
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Figure24 Percentage of written premium ceded compared to net income/loss history 
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However, 1he past decade has been characterised by high risk-bearing capacities on 1he 
international reinsurance market This has resulted in reinsurance rates being relatively 
soft. The decline in 1he percentages ceded could be explained by a possible decline 
in 1he real value of reinsurance premiums. These reinsurance premiums could have 
been lower each year for 1he purchase of 1he same (or more) reinsurance cover as for 
previous years. 
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5.4.2 Reinsurance and underwriting capacity 
From 1he above it is clear 1hat 1he capacity of short-term insurers for underwriting risk 
may be increased 1hrough 1he use of reinsurance. However, 1he trend appears to be 
for insurers to reinsure progressively less of1heir portfolios. 
This capacity is based on 1he extent of1he shareholders' funds available to maintain 
_,w_._ ·-· '"""--~-----~----~,,_, , __ "-•- _,._"' ·--···~,.~-g<•-~~ ~~~"'~"'._,,'"-''"' 
1he _!~y~!~ of S~()l~~cy req~~~ ~y 1he regulators. The grow1h of shareholders' funds 
could 1herefore be a reason for1he decrease in 1he proportion of premiums ceded. To 
test 1his, 1he proportion of premiums ceded for 1he last six years45 was compared to 1he 
extent of1he consolidated shareholders' funds for 1he same period. The result of this 
comparison is shown in Figure 25. 
Using Quattro Pro software, a correlation coefficient of r = -0.87 was calculated 
between 1he percentage of premium ceded to reinsurers and shareholders' funds. 
Insurers 1herefore appear to be reinsuring less of 1heir risk as a result of 1he grow1h of 
1heir own resources. 
45 Data on consolidated shareholders' funds were only available for the period since 1988. 
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Figure 25 
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5.5 SUMMARY 
This chapter reviewed the processes of reinsurance with a view to provide an overview 
of the contribution that reinsurance can make to the financial management of a short-
term insurer. The impact of reinsurance on the underwriting results of the South 
African short-term insurance industry was investigated. It is clear that reinsurance may 
affect the financial results of a short-term insurer, but South African short-term 
insurers appear to have ceded progressively less of their written premium in recent 
years. This may indicate that these insurers command adequate financial resources to 
carry more underwriting risk. It is, however, interesting to note that the underwriting 
variable is not significantly correlated with the percentage of premium ceded to 
remsurers. 
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LOSSES AND RESERVES 
6.1 LOSSES AND EXPOSURE TO RISK 
This chapter will review the loss history for the South African short-term insurance 
industry, with specific reference to the effect these losses have had on their financial 
results. The methods that insurers use to provide for losses as reserves will be 
discussed. 
It was observed earlier in this study that the payment of claims is the ultimate purpose 
of an insurer. The losses paid by an insurer therefore makes up the bulk of the 
distribution of the premiums written. As such, they form the main part of the negative 
cash flows of short-term insurers. The extent of losses has a direct influence on the 
underwriting net income or loss that an insurer can make. This discussion on losses 
must be seen as an integral part of the "internal cash flows" step in the value cycle. 
The amounts paid for losses claimed against an insurer make up the major part of its 
expenditure. Therefore, the management of the settlement process may be decisive 
in the outturn of the underwriting process. The purpose of the claims department is 
to (Mehr, Cammack & Rose 1985:618): 
• record the details of the claim for the insurer's records 
• verify the validity of the claim concerning the cover provided in the policy 
• investigate the claim 
• prepare proof ofloss 
• arrange payment of the claimed amounts 
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• arrange for recovery of salvage, and obtaining redress under subrogation 
The claims department must deal fairly with each claim, while ensuring that the 
amounts paid are not excessive in view of the policy terms and conditions. In recent 
times, the extent of insurance fraud has made this task difficult, because insurers are 
forced to pay more attention to claim details to identify such possible attempts at 
defrauding insurers. An insurer will therefore expend considerable effort to investigate 
the circumstances of the claim so that the validity of the claim is proved before 
settlement is made. 
Once payment has been made, the insurer will try to recoup some expenditure by 
selling what is left of the items damaged (the salvage), or to extract compensation 
from parties that may have caused the loss in the first place. Amounts recovered in 
this manner can then be used to reduce the cost of claims paid. 
6.2 LOSS IDSTORY OF THE SOUTH AFRICAN SHORT-TERM 
INSURANCE INDUSTRY 
6.2.1 History of normal losses incurred 
The extent oflosses may be gauged by the proportion of the earned premiums to the 
incurred losses. The earned premium can be shown as: 
EP = WP - C - RI - UPR 
(27) 
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where EP is the premium written (WP) after deduction of commissions (C) paid, 
reinsurance (RI) and after provision for unearned premiums (UPR). 
Incurred losses are calculated by adding the amount outstanding for losses at the end 
of an accounting period to the amount paid during that period, and then deducting the 
amount that was outstanding at the beginning of the period, as shown in equation (28) 
below: 
Incurred = Paid + Outstandingend of period - Outstandingstart of period 
(28) 
Figure26 A comparison between Earned premium and Incurred losses in 197 5 values for the period 
between 1975 and 1993. 
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As can be seen from Figure 26, the premiums earned for the South African short-term 
insurance industry have shown an increasing tendency in the period since 1973. 
However, the ratio between the losses and the earned premium is of greater 
significance. This loss ratio represents that part of the earned premium applied to the 
settlement of the losses. 
Figure 27 shows the relationship of the loss ratio (on the second Y-axis) to the earned 
premium of the South African short-term insurance industry over the period since 
1975. There is a weak negative correlation (r=-0.567) between the loss ratio and the 
underwriting net income ratio. Given the importance of the losses on the underwriting 
net income, a stronger correlation would have been expected. The reasons for this 
weaker relationship can be found in the effect of other factors in determining the 
underwriting results. For instance, the growth of the written premium could have 
resulted in more reserving. Alternatively, the acquisition costs and reinsurance 
patterns may have smoothed the earned income stream, while the same factors do not 
affect the losses incurred. 
The loss ratio has varied between 55 percent and 80 percent over the period under 
review. The entire premium received does not go towards the payment oflosses. Part 
of the premium is also used to pay for acquisition costs (commission) and a further 
portion is applied to the expenses of managing the insurer. The relationship between 
these cost components is a fine balance. If claims, commission or expenses increase, 
the effect on the other components is that a reduction is inevitable in the funds 
available for the other components. If those components are not able to absorb such 
a reduction, the insurer will make a loss on its underwriting portfolio. 
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Figure27 The ratio oflosses to earned premium compared to the underwriting net income/loss history 
of the South African short-term insurance industry for the period 1975 to 1993 
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6.2.2 Catastrophes 
Losses of a size that exceeds the normal loss pattern are termed "catastrophes". 
Catastrophes may be one occurrence affecting one risk, such as the loss of a ship or 
aircraft, or an accumulation oflosses affecting many risks, such as an earthquake. 
Most great disasters46 are a major cost to the nations affected by them (Berz, Gamble 
and Loster 1994:27). However, the actual cost of catastrophic losses to the insurance 
'---...---·~~-,,· ··--·-·····-------
industry is usually much lower. This is because many properties affected may not be 
insured against catastrophes, if they are insured at all. A comparison between the 
economic losses because of great natural disasters and the corresponding insured 
losses is shown in Figure 26. 
Berz et al (1994:23) observe that the long-term trends for the cost and for the insured 
value of catastrophe losses are rising, while the gap between the curves is also 
increasing. This means that the extent of insurance cover for catastrophes is reducing 
due in part to the reluctance of insurers to provide this type of cover. For instance 
Berz et al (1994 :23) mention that European insurers refrain from underwriting flood 
risks, or do so only under considerable restrictions to policy cover. A further 
observation is the extreme impact that catastrophic losses have on Third World 
countries that can least afford to recover from such losses. 
46 A natural disaster is classified as •great" if the ability of the affected region to help itself is 
distinctly overtaxed, making regional or international assistance necessary. 
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6.3 PROVIDING FOR FUTURE LOSSES (RESERVING) 
Insurance premiums are typically collected in advance for periods of up to one year. 
This means that the insurer will receive a lump sum at the outset of the period of its 
exposure. However, the possible losses could arise at any time over the ensuing 
period of cover. 47 The premium collected at the beginning may therefore not be taken 
in entirety as having been earned. Most of the premiums must be set aside as a reserve 
for the rest of the period to cover the future losses, and this is termed the unearned 
premium reserve. The following sections will deal in some detail with the calculations 
of this reserve, to promote understanding of both the need and the bases of its 
calculation. 
6.3.1 Unearned premium reserves 
The fundamental purpose of the unearned premium reserve is to pay for losses that 
occur during the policy period (Rejda 1992:636). A further reason for this reserve is 
to enable the insurer to pay premium refunds to the policyholders in case of 
cancellation. Such refunds are usually made on a prorata basis, and the reserve must 
be adequate to cover these payments. 
The rate at which the proportion of the premiums is set aside into the reserve and then 
released over the rest of the period should be chosen so that the premium is evenly 
spread over the period. Various methods are used to set the unearned premium 
reserve, of which the most common are the monthly pro-rata method and the daily 
47 In the case of some covers, such as liability policies, claims may arise long after the policy has 
ceased to exist. In these cases, it is prudent for the insurer to provide for such future losses in the 
form of an IBNR (Incurred But Not Reported) reserve. 
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method. 
Mehr et al (1985:691) also mention an annual prorata method, according to which the 
assumption is made that policies are issued at an even rate throughout the year. The 
unearned premium reserve for these policies is then calculated at one half the written 
premium income. This method is not widely used, because of the variance in the 
renewal premiums over the whole year. For instance, there could be seasonal 
increases in the premiums written during the year. 
However, the monthly prorata method is more widely used in South Africa. 
According to the Registrar of Insurance's circular RV 107, the 1/24ths method must 
be used for calculating the unexpired risk reserve for returns to the Registrar such as 
the STil.48 This method is easily calculated, logical and applies readily to the profile 
of short term premium flows in South Africa, as business is written either in annual or 
monthly periods. 
Mehr et al (1985:692) point out that the unearned premium reserve contains 
considerable redundancy, or excess valuation, 49 because its calculation is based on 
written premiums. The excess valuation arises because the premium set aside as an 
unearned premium reserve is calculated before deduction of agents' commission and 
reinsurance costs. This is not so in the South African context, because the regulations 
under section 76 of the Insurance Act of 1943 state that the commission and 
reinsurance costs may be deducted to arrive at a net written premium (NWP). 50 The 
48 
49 
50 
However, in practice the daily basis (being more accurate) is acceptable to the Registrar, provided 
the use of the method is noted in the accounts. 
This statement assumes competent performance by the underwriting department, and an adequate 
rate structure. 
Statements 6(1) and 6(2) of the prescribed statutory return shows the calculation in detail. The 
gross written premium is used as a base, and the commission and reinsurance costs are then 
(continued ... ) 
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Registrar of Insurance repeated the position in his Circular RV I 07, when the 
calculations of the minimum amounts to be reserved for unearned premiums were laid 
down. 
However, strictiy speaking, the underwriting expenses of the insurer should also be 
deducted, because the intention of the reserve is to cover the future claims and not 
these ancillary costs. In the interest of improved solvency, regulators prefer to ignore 
this redundancy in their requirements, because it errs in favour of improved solvency. 
What follows is a short description of the main methods of calculation of the unearned 
premium reserve. This discussion is included to facilitate understanding of the 
premium reserving process and the nature of unearned premium reserves. 
6.3.1.1 Reserving unearned premiums with the monthly prorata method 
The premiums written in any one period may vary from those written in other periods. 
The 1/24ths system provides a convenient way to accommodate these variances 
(McCrindell 1981:101). For the calculation of unearned premium reserves on the 
1/24ths basis, an annual premium is regarded as made up of 24 equal proportions. 
The middle of each month is assumed as the time at which that month's premium will 
be earned. In the first month the premium will be earned in the middle of that month 
and therefore only one 24th part of the premium is earned in that month. In the second 
month the one 24th part left from the previous month is earned, plus the 24th part 
available for that (second) month. The total premium earned up to that point would 
be 3/24ths of the premium, being the sum of the first month's I/24th and the second 
50 ( ... continued) 
deducted. The result is the net written premium. An unearned premium reserve is then calculated 
and deducted from the net written premium to finally arrive at the net earned premium. 
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month's 2/24ths. 
In the third month the premium earned would total 5/24ths, in the fourth month 
7 /24ths, and so on until the twelfth month, when 23/24ths will have been earned. This 
reserving process is perhaps best illustrated with an example, as in Table 9. 
In the final period, the 1/24ths reserved in December is released, and the full premium 
will then have been fully earned. 
3/24 R875.00 R125.00 
5/24 R791.67 R208.33 
7124 R708.33 R291.67 
9/24 R625.00 R375.00 
11/24 R541.67 R458.33 
13/24 R458.33 R541.67 
15/24 R375.00 R625.00 
17124 R291.67 R708.33 
19/24 R208.33 R791.67 
21/24 R125.00 R875.00 
23124 R41.67 R958.33 
R1,000.00 
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6.3.1.2 Reserving unearned premiums on a daily basis 
Insurers may also reserve unearned premiums based on the number of days that each 
risk still has to nm to expiry after the end of that accounting period. For this purpose, 
each risk must have the date of the inception of cover it provides recorded, and the 
date on which the cover will expire. If the premium charged for the risk is also known, 
it is a simple matter to calculate the unexpired portion of the premium on that risk by 
dividing the number of days to expiry by 365, and applying this proportion to the 
premium. The large number of risks and the repetitive nature of the calculation 
requires a computer system to calculate the reserve in this manner. Insurers may use 
this method if they wish, but as mentioned above, the 1/24ths method is required for 
formal returns such as the STil. 
6.3.2 Loss reserves 
As a short-term insurer becomes aware of a claim against one of its policies, it must 
set a value for that claim. This value will then become an entry in the insurance 
company's books as a probable call against the funds of the company. Of course, 
predicting exactly what any claim would cost is not possible for the company from the 
outset, and it must therefore estimate what the possible cost would be. The total of 
these estimates is then reflected as the loss reserve in the company's books. 
The reserves may vary over the life of a claim, as the precise circumstances of the 
claim become clearer and as progressive costs associated with the claim are paid. The 
estimate of how much of the loss is still outstanding may thus be adjusted often 
between the stages of opening of a claim and its eventual finalisation. 
A short term claims handler should use his or her judgement when estimating the 
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possible future cost of a claim, and the principal methods used to do this are the 
individual estimate method, the average value method and the loss ratio method 
(Rejda 1992:638). 
An insurer may follow various approaches to set its loss reserve. The extent and the 
basis of these reserves may affect the apparent financial success or failure of an 
insurer, because the amounts reserved are reflected as "cost" items on the insurers' 
income statements. The accuracy of the calculation of the loss reserves is therefore 
crucial for the correct interpretation of the financial statements. The actual method 
used is not normally recorded in the financial statements, but a serious analysis of these 
statements should include some research into the method used. 
6.3.2.J The individual estimate method 
When using this method, each claim is handled on its own merits in establishing a 
possible estimate for the loss. The circumstances of the claim, the extent of the policy 
coverage and the experience of the claims handler will be factored into the decision. 
The person registering the claim for the insurer will use his or her best judgment to 
establish the possible cost of that particular claim to the insurer. Factors that may 
feature in the estimate are the type and value of the risk underwritten, the extent of the 
damage and the current cost of repairs. While this approach affords considerable 
flexibility in the reserving process, it may lead to extreme variations as well. 
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6.3.2.2 The average value method 
Where there is a large volume of claims, and the statistical data are available, the 
insurer can average the values of previous claims of a particular nature, and use that 
average as the estimate for the claim being considered. This method is well suited to 
computerised claims-handling systems, where the diversity of this factors determining 
the estimate can be programmed, and then applied in comparison with the calculated 
average of previous claims of the same type, without using human judgment. 
6.3.2.3 Loss ratio method 
It is possible to decide an estimate for outstanding claims for classes such as workers 
compensation and liability insurance by using the expected loss ratio applied to the 
premiums earned during the previous period. This is not used to set individual claims 
reserve, but rather to arrive at an overall loss reserve for that particular class. 
6.3.3 Unexpired Risk Reserve (URR) 
During the progress of a portfolio of policies through time, an insurer may realise that 
the rating of the risk was such that the premium would not be adequate to meet the 
claims and related expenses. The insurer should then, under the prudence principle, 51 
assume that the experience of the past will also apply to the unexpired portion of 
existing policies. Under these circumstances the insurer should then consider reserving 
51 This principle requires that net incomes are not recognised until they are earned, but losses are 
accounted for in the period during which they are identified and can be reasonably estimated. 
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an additional amount as an unexpired risk reserve. 
Melamet (1988) suggests such a reserve: 
Should an assurer have suffered an underwriting loss in a financial year not attributable to 
a known catastrophe, but to inadequate rating or terms for policies in existence, the reserve 
carried forward for unexpired risk (UPR) ... should be increased by a percentage similar 
to that of the underwriting loss suffered to earned premium income in the year. 
In the formal reports required by the Registrar of Insurance, the UPR is included in the 
term URR, and refers to the total deferred premium reserve. However, the 
international practice is to regard the URR as an additional reserve to the UPR and to 
deal with it separately. 
6.3.4 Incurred but not reported reserves (IBNR) 
When an insurer accounts for financial performance, many events may have happened 
which could lead to a claim, and have not been notified to the insurer. The insurer has 
to provide for these losses, because the financial results would be overstated for the 
period if they were excluded. 
This reserve can be calculated as the function of the average value of claims and the 
time it takes between the date of the event and the date the insurer registers the 
occurrence of the claim. If the loss ratio is constant, management may use a fixed 
percentage of the premiums written as a substitute. However, the use of computer 
systems has made the prior method possible, and it is technically more accurate. 
The Registrar of Insurance prescribes a fixed percentage of 7 percent of written 
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premiums less reinsurance for the IBNR reserve. An insurer may reserve more that 
this figure, if it regards such an increase as prudent. 
Incurred but not reported reserves are used in the same manner as the outstanding loss 
reserve when calculating the incurred losses for a certain period. The IBNR reserve 
as at the end of the period is added to the amount paid during the period and the 
outstanding loss reserve as at the end of the period. The amounts outstanding for the 
IBNR reserve and the outstanding loss reserve at the beginning of the period must then 
be deducted if the incurred losses have to be compared with the results of another 
period. 
6.3.5 Special (voluntary) reserves 
While the unearned premium reserve and the loss reserve are required by law, a short-
term insurer may choose to make other reserves voluntarily to provide for future 
adverse trading conditions. For instance, in 1992 Mutual and Federal reserved 
R35 million as a special reserve because they felt that they had to provide for future 
storm losses. This practice is similar to that in other industries, where reserves such 
as taxation reserves and reserves for bad debtors are common. 
Such reserves could then be drawn on in later years, as the predicted circumstances 
are realised. 
183 
Chapter6 Losses and reserves 
.··· -::-·· · .. · .. ·<<<<<· 
: f4~mJJJJiJii' 
6.4 THE EFFECT OF LOSSES AND RESERVES ON 
PROFITABILITY AND SOLVENCY 
6.4.1 Growth in premium income and its effect on the unexpired risk reserve 
The reserving process does not permit an insurer to earn the premiums written 
immediately. Instead, the premium is made available over the insurance contract to 
cover possible claims. The unexpired risk reserve should thus be neutral over time, 
as the premium is not lost, but merely "saved" and then used later. 
However, the acquisition costs such as commission and policy issuing costs are 
incurred immediately. If the risk is reinsured, that premium must also be paid at the 
outset. New business written can put considerate :financial strain on an insurer, for 
these costs must be funded from own capital until the premium can be earned. If the 
insurer's net income position is determined before the premiums written are fully 
earned, the net income would be understated, and could even be reflected as a loss 
(Rejda 1991 :637). Simultaneously, the use of own capital to cover the costs may 
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negatively affect the insurer's solvency to the extent that the capital base is eroded by 
these costs. 
If the insurer therefore expands the premium base faster than the reserve is used, the 
reserve will continue to grow. An insurer cannot expand its premium income faster 
than the extent that its capital base and solvency allow it to carry the initial costs of 
writing the additional risks. The converse position is also possible where an insurer 
with a declining premium income would benefit from the release of premiums written 
earlier. 
6.4.2 Sufficiency of the loss reserve 
Because loss reserves may vary over time, the incurred claims for a short-term insurer 
must be calculated by adding the amounts paid during the period under review to the 
losses outstanding reserve as at the end of the period. However, if comparison is 
required to a previous period's incurred claims figure, the losses outstanding reserve 
at the beginning of that period must be deducted. The incurred claims figure then 
shows the movement in the estimates outstanding over the period plus the amounts 
paid during the period. 
There is no inherent redundancy in the loss reserve as found in the unearned premium 
reserve (Mehr et al 1985:692). The size of the reserve depends mainly upon the 
insurer's conservatism in estimating the value of outstanding claims. Overestimating 
its loss reserve is certainly possible for the insurer. Such an overstatement will, in tum, 
understate its possible underwriting net income. On the other hand, if outstanding 
claims are understated, then the effect of a financial result for that insurer will be short-
lived, because the actual payments made on the underestimated claims will eventually 
be reflected in subsequent accounting periods. 
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A short-term insurer could also overstate outstanding claims and so be able to justify 
rate increases that will, in turn, flow to better net incomes. Establishing it to what 
extent this practice takes place is not possible, but the latitude inherent in the process 
apparently makes it possible for an insurer to manipulate its underwriting results to 
some extent. 
6.5 SUMMARY 
A short-term insurer's ability to set aside some of the premiums written for future 
claims provides it with additional funds that it can invest and on which it can earn 
income. These reserve funds are provided at no cost to the insurer, and may make up 
a significant portion of the insurer's funds. Further reserves for outstanding claims 
must be created, creating further funds for insurers. These reserves are determined 
by the insurer, which is expected to apply judgment to decide the appropriate level of 
such reserves. 
These reserves, which belong to the policyholders, must be distinguished from the 
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funds belonging to the shareholders. Shareholders' funds comprise the capital 
invested in the insurer plus accumulated past profits. 
The next chapter focuses on the costs of management that an insurer must pay. 
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MANAGEMENT EXPENSES 
7.1 INTRODUCTION 
This chapter deals with the administrative overheads that form part of the premium 
charged to an insured and that serves to enable the insurer to manage its business. 
These management expenses are part of the internal cash flows of a short-term insurer, 
and must be controlled not adversely to influence the results of the company. In the 
value cycle this chapter is the final one concerned with the internal cash flows. 
By its nature, insurance is an administrative enterprise. It has no physical stock to sell, 
nor does it manufacture any tangible products. It is primarily concerned with the 
collecting and processing of data on the risks it underwrites. An insurer has several 
administrative and acquisition costs that have to be factored into the setting of the 
premium an insured has to pay. This expense loading reflects the overheads incurred 
by the insurer to manage its business. It is the amount needed to pay all expenses, 
including commissions, general administrative expenses, state premium taxes, 
acquisition expenses and an allowance for contingencies and net income (Rejda 
1992:34). 
Although Rejda includes commissions in his definition of the expense loading, South 
African practice is to deal separately with acquisition costs. 
Besides the costs of managing the firm, insurers also have acquisition costs. These 
costs may be direct marketing costs, but may also include commissions paid to 
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intermediaries, such as brokers and agents. These acquisition costs will be discussed 
later in this chapter, and the following section will first deal with the other 
management expenses. 
7.2 OPERATING EXPENSES 
The costs of an insurer may comprise many different components. Some of these cost 
components include the following: 
• salaries and benefits of employees 
• rental of premises 
• cost of operating computer systems 
• general office equipment 
• stationery 
Expenses are usually reported in a single figure on the income statements and the STil 
returns to the Registrar, and detailed breakdown of each component is difficult without 
such a breakdown. 
7.2.1 Variations in expense ratios for the South African short-term insurance industry 
The cost of managing a short-term insurer has decreased in the last 20 years. As 
shown in Figure 29, the industry's administration costs, expressed in relation to the 
premiums written over the period, have decreased steadily in the decades since 197 5. 
This decrease is most probably because of the increased level of computerisation in 
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the industry, and to improved management efficiencies. Since 1988 the reducing trend 
appears to have settled around 13 percent. Driving the expense ratio to lower levels 
without more radical redesign of administrative processes will probably be difficult. 
There may however be a danger of an abnormal increase in administrative expenses, 
and such an increase could affect the financial results of insurers already trading on 
Figure29 1'.1anageinent expenses as a percentage of preiniuins written during the period 197 5 to 1993 
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7.3 ACQUISITION COSTS 
To obtain business and service their existing customer base, insurers may use the 
services of intermediaries such as insurance brokers or insurance agents. These 
intermediaries are paid on the basis of a commission calculated as a percentage of the 
premium written. 
If an insurer does not use such intermediaries, it must maintain its own sales force. 
Such a sales force would be paid by means of salaries or a commission, and 
sometimes both forms of compensation (a base salary and commission beyond that) 
are used. In the Insurance Act, agents in the direct employ of the insurer are not 
considered as "intermediaries". 
7 .3.1 Legal constraints on the remuneration of intermediaries 
The Insurance Act specifies certain maximum commissions that may be paid to any 
intermediary. These are: 
• 12.5 percent for motor insurance 
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• 20 percent for other short-term premiums 
The Insurance Act defines compensation payable to intermediaries as including all 
remuneration, and this is not limited to commissions only. Therefore, an insurer is 
precluded to compensate an intermediary in any manner that will cause the total 
compensation to exceed the maximum laid down. For instance, if the maximum 
commission is already paid, no other remuneration can be given, either in cash or in 
kind.52 
Under Section 20bis of the Act, intermediaries must also not hold on to premiums 
received on the behalf of insurers, but must remit them within 45 days of inception of 
the cover. It is now common practice in the South African short-term insurance 
industry to allow brokers to deduct their commission at the time of payment of the 
premium. This renders subsequent transmission of commissions to the broker 
unnecessary, and simplifies the cash flow processes. 
The ratio of commissions, expressed as a percentage of premiums written, is shown 
in Figure 30. Because written premium statistics were not available for the period 
197 5 to 1980, this figure shows the period after 1981. Evidently the percentage of 
commission to written premiums has remained in a band between 11 percent and 15 
percent for most of the period. The relatively high motor premiums, with a lower 
maximum commission rate of 12.5 percent, result in an average commission rate 
lower than the 20 percent allowed on other classes of insurance. 
52 An insurer may not, for example, pay for promotional material, printing costs nor supply stationery 
to the intermediary. 
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7 .3.2 Alternatives to incurring intermediary costs 
Insurers may elect to pay less commission than the prescribed maximums, but the 
differential is usually small. It is also possible that the insurer may elect to deal directly 
with clients and not involve intermediaries. However, in such cases the insurer will 
incur costs for marketing and maintaining a sales force. If these alternate costs are 
lower than the costs of intermediaries, this may be attractive to the insurer. It is 
unlikely that the savings would be materially lower. In the South African market, 
several insurers53 have adopted the direct route, but these operations have hardly made 
a difference in the rest of the market. 
53 Auto and General deal Illainly directly with their insureds, while SANTAM have had a direct 
operation, TELEPLEX, for a nulllber of years. 
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Reinsurance contracts are not regulated with regard to their commissions. The terms 
of payment of reinsurance premiums are also not regulated, but are usually negotiated 
between the parties. The actual credit period is also shorter for reinsurance contracts, 
and rarely exceeds 30 days after the inception of the cover. 
7.4 SUMMARY 
Acquisition costs are therefore stable for an insurer in the South African market, 
because the regulations play an important part in this aspect of the insurance process. 
Since the commission rates do not vary much, this factor does not play a significant 
part in the financial success of South African short-term insurers, unless they can more 
effectively market directly to their customers. At present, such direct marketing is not 
a feature of the South African short-term insurance industry. This study therefore will 
not include an in-depth investigation into the effect of commission rates on insurers' 
financial results. 
This chapter concludes the discussions on the components of short-term insurers' 
internal cash flows. These cash flows result in a net income or loss, depending on how 
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well the insurer performs the tasks of underwriting, claims settlement and 
administration. The degree of success an insurer has in this regard will decide the 
value added for its shareholders. The following chapter will deal with the 
measurement of financial success, with specific attention to the information that can 
be obtained from the financial statements of short-term insurers. 
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FINANCIAL STRUCTURE AND PERFORMANCE 
8.1 INTRODUCTION 
The specific nature of short-term insurers' operations and the cash flow implications 
of their actions were discussed in Chapters 3 to 7. This chapter focuses on the value 
invested in the firm by its stakeholders and the financial performance of the firm in 
relation to the value invested. An important element of establishing how the value of 
their stake in the firm is growing is the measurement of the financial success of the 
enterprise. This chapter therefore also deals with the measurement of the financial 
performance of short-term insurers active in the South African market, using the 
financial statements as a source of information. The discussion will be based on the 
financial structure of short-term insurers and how their asset base forms an important 
factor for their financial success. Some traditional measures of financial success will 
be evaluated and measures appropriate to the nature of short-term insurers proposed. 
In the value cycle, this step follows the internal cash flows and is intended to enable 
evaluation of the financial success achieved through the operation of the insurer. 
Short-term insurers, like all other enterprises, should aim to maximise the wealth of 
their stakeholders. After all, the stakeholders' financial success will decide whether 
they allow the firm to flourish, or at least survive over time. The stakeholders are 
mainly interested in how their investment in the firm is doing. However, to 
maximise the value of the firm, management should take advantage of its strengths and 
correct its weaknesses (Brigham 1994:252). 
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To do so effectively, management appraises the financial performance of the enterprise 
on a risk-adjusted basis, and in relation to the performance of the firm's competitors 
in the industry, and in relation to the performance of other industries. Such 
measurement will provide a comparison of their own position in relation to similar 
firms. It will also enable them to identify deviations from their planned direction and 
apply corrective measures. These actions bear on the management elements of 
planning and control, according to which management decide the future direction of 
Figure 31 The position of measurement of profitability in the value cycle 
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the firm and ensures that the activities of everyone working in the firm remain focused 
in that direction. Financial analysis therefore mainly supports the process (Van 
Rooyen & Kelly, in Lambrechts 1990:81). 
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In this study, the financial information54 for short-term insurers active in the South 
African market had to be analysed to determine their relative success. This analysis 
was necessary so that the success factors identified in the study and by the insurers 
themselves in the empirical research could be placed in the context of the actual 
financial performance of insurers in the industry. 
Research has been published for the short term industries in the USA (Schuchardt 
1961) and the United Kingdom (McCrindelL 1981 ), dealing specifically with the 
accounting principles arising from the regulations and accounting conventions for 
those countries. However, no such definitive works, except internal working papers 
for auditors of insurers, could be found on the South African short-term insurance 
industry. 
8.2 FINANCIAL STATEMENTS AS A SOURCE OF FINANCIAL 
INFORMATION 
There are several users of the information contained in financial statements, such as 
the owners of the firm, the providers oflending capital, the management of the firm 
and other diverse users, such as regulatory and tax authorities (Archer, Hamman & 
Kelly, in Lambrechts 1990:39). These users of information each have their own 
requirements for the type of information they require. Catering for all of these 
requirements by publishing statements aimed specifically at the needs of each group 
of users is obviously impractical. Financial statements are therefore published in a 
standard form that allows their users to do further analysis to derive the specific 
54 The figures on which the financial statements are based may be termed data. Only when data are 
analysed in some form that gives them relevance to a question or a purpose do they become 
information. Since the financial statements contain data already processed and presented as 
information, the latter term will be used in this study. 
198 
Chapter 8 Financial structure and performance 
information required. 
8.2.1 Nature of financial accounts 
The primary documents used as sources of financial information are the balance sheet, 
the income statement, and the cash flow statement (Brigham 1994:253). The balance 
sheet is a statement of the company's assets and liabilities at a point in time, and the 
income statement shows the result of operations during an interval of time. Cash flow 
effects on financing activities are shown in the cash flow statement. The trading 
operation of the company will result in a net income (or loss) which will affect the 
value of assets and liabilities reflected in the balance sheet. Comparing these 
statements for successive years to obtain a picture of the changes to the financial 
position of the firm over the period under review is useful. 
The primary sources of financial performance information for short-term insurers are 
their financial statements. Financial success or failure must be evaluated from the 
results shown in these financial statements, as other good sources of such information 
are not always available to an outside observer. Being the formal report of the 
financial performance of a firm, the financial statements are often the only source of 
financial information available for analysis. According to the Companies Act,55 short-
term insurers, like all other companies, have to publish their financial statements at 
least once a year. 
In addition, under the Insurance Act, 56 all short-term insurers must report quarterly and 
also annually to the Registrar of Insurance. The annual reports are also public, 
55 Section 286 and paragraph 44 of appendix 4 of the Companies Act 61 of 1973 (as amended). 
56 Section 11 (1) of the Insurance Act No 27 ofl943 (as amended). 
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because a short-term insurer must be a company incorporated and registered under the 
Companies Act 46 of 1926, a cooperative society or a cooperative company registered 
under the Cooperative Societies Act 29 of 193 9. 57 
These annual and quarterly reports to the regulatory authorities are supplemental to 
the financial statements and are intended to allow reviewing of the financial 
performance of insurers on a shorter time base by the regulating authorities. The 
quarterly reports to the Registrar contain more detail than the annual financial 
statements, and show information on the underwriting performance of classes of 
business underwritten and of the reserves held. The reports are therefore used for 
regulatory purposes and provide an early warning to the Registrar of Insurance of 
possible financial difficulties. Where appropriate, the quarterly reports were used for 
this study but the annual financial statements of South African short-term insurers 
provided the bulk of the information used. 
8.2.2 Limitations of using financial accounts 
In analysing the financial reports of businesses, the researcher stands as an observer 
outside a firm and is not privy to full information about all the activities of the firm he 
wants to analyse. In ideal conditions, information contained in accounting reports 
would be timely, relevant and readily available (Rees 1990:126). Financial analysis 
may, however, be hampered by delays in publishing of annual reports, which may also 
not contain all the information in a form that will be useful for the analyst. Even if a 
researcher uses the returns made to the Registrar of Insurance along with the published 
annual financial statements, he or she may still have difficulty obtaining sufficient and 
relevant information to effectively analyse the financial performance of an insurer. 
For instance, detail of the structure of an insurer's reinsurance programme is often 
57 Section 4 (3) bis of the Insurance Act No 27 ofl 943 (as amended) 
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considered confidential to the insurer. 58 The analyst may wish to review this detail to 
consider the reasonableness of the cost of reinsurance reflected in the annual accounts. 
However, this information is not usually published, and enquiries to the management 
of the insurer are unlikely to result in accurate information being given, if at all. 
Although the operation of short-term insurers may differ considerably from other 
industries in many respects, they are not unique in this regard and share these 
complications in delivering accounting reports that are timely, relevant and readily 
available. Abbott (in Diacon 1990:297) comments on the difficulties involved in 
using the guiding accounting principles applicable to other types of industry for 
establishing a fairer picture of the incomes arising from insurers' underwriting 
activities. The ability of insurers to create and draw on reserves, and their inability to 
discount year-end reserves as the present value of cash flows, makes it difficult to 
interpret their accounts using traditional methods. 
Furthermore, South African short-term insurers present other complications for the 
financial analyst For instance, until recently they have been exempted from disclosure 
of certain items of information normally required by the Companies Act. For instance, 
Coopers and Lybrand (1988:138) quote the following examples of these exemptions: 
• 
• 
• 
• 
• 
• 
58 
movements on provisions and reserves and any transfers to or from the 
income statement to provisions and reserves 
the market value of investments 
detailed analysis of fixed assets 
detailed analysis of taxation 
details of dividends paid and proposed 
analysis of income from investments 
The construction of reinsurance programmes may require considerable skill. This skill may be the 
intellectual property of the insurer, and a source of competitive advantage. 
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In practice, movements in the unearned premium reserve have been generally 
disclosed, as are other reserves (South African Institute of Chartered Accountants 
1992:8). The IBNR is included in the incurred losses amount and is not specifically 
disclosed (South African Institute of Chartered Accountants 1992:15). Details of 
taxation have also been included in insurers' statements of account. 
The fourth schedule of the Companies Act 1973 was revised in 1992 and most of 
these exemptions have therefore now been abolished (Kemp 1995:21).59 Disclosure 
of dividends was included in these requirements, as was the analysis of income from 
investments. However, the types of investment still do not need to be disclosed. 
While these exemptions do not override the legal requirement that the financial 
statements must give a fair presentation of the insurer's financial position, they do limit 
the access for a researcher to information that may give a new view on short-term 
insurers' financial performance. In establishing which measures of financial success 
to use for identifying financially successful insurers, the availability of information and 
relevance of the measures chosen are principal considerations. 
8.3 A FRAMEWORK FOR FINANCIAL ANALYSIS 
Formulating a logical structure for the analysis of financial performance is useful. 
Such a structure shows the relationships between the various ratios to be used, and 
facilitates understanding of the implications of the ratios on the return on equity that 
the firm provides for its owners. The Du Pont system provides a base for such a 
59 The revisions effectively introduced the disclosure requirements of GAAP issued to short-term 
insurers by the Accounting Practices Board. 
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structure. The following sections will discuss the system and how it could be adapted 
for the short-term insurance industry: 
8.3.1 The Du Pont system of financial analysis 
The Du Pont system of financial ratio analysis was developed by the Du Pont 
Company during the First World War (Van Rooyen & Kelly in Lambrechts 1990:97). 
It has since been widely adopted because of its usefulness for financial planning and 
control. The nature of the system is set out in Figure 32 (Weston & Copeland 
1994:199). 
The focus of the left-hand side of this chart is on the use of the assets of the firm. This 
culminates in the calculation of a value for total assets turnover. The right-hand side 
of this chart could be called the "profit margin" side. The various influences on the 
income of a firm, and the relationship between these components can be identified 
here. The culmination of the analysis on this side is the value of operating earnings as 
a percentage of sales. Simplistically, one could say that the left-hand side was 
concerned with the calculation of a measure of the efficiency of usage of assets, while 
the right-hand side reflects the efficiency of the trading process. 
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These two measures are then brought together at the top of the chart into a value for 
the return on assets achieved through the operation of a firm Since stakeholders 
would also be interested in the extent that their investment in the firm has paid off, an 
ultimate measure of the financial success of the enterprise (from the point of view of 
Figure 32 Generalised Du Pont chart 
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its owners) is calculated as the return on equity achieved for them. 
The Du Pont system provides a logical base for financial control and has been 
extended into broader overall planning models (Weston & Copeland 1994:201). 
These models emphasise a holistic view of the firm and provide a framework for 
understanding the fundamental financial planning and control relationships. 
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Figure 33 A proposed Du Pont chart for short-term insurers. 
Shareholders' 
funds 
Non-
distributable 
reserve 
+ 
Distributable 
reserve 
+ 
Insurance 
Contingency 
reserve 
+ 
Share Capital 
Du Pont Chart for Short term Insurers 
Return on Shareholders' Funds 
Return on Assets x Assets/Shareholders' funds 
• .,.. Assets Operating earnings 
I I 
+ Policyholders' funds 
Unexpired 
premium reserve 
+ 
IBNR losses 
reserve 
+ 
Outstanding 
losses reserve 
Investment 
income + 
Administration 
expense 
+ 
Commission 
+ 
Claims 
incurred 
Underwriting 
income 
-
Earned 
Premium 
Written -
Premium 
Reinsurance - Premium 
reserves 
8.3.2 A proposed Du Pont model for the short-term insurance industry 
The nature of the short-term insurance industry makes it quite different from other 
industries in many respects. These differences have been discussed at some length in 
Chapters 3 to 8. Use of the Du Pont structure for analysing short-term insurers' 
financial results therefore presents special problems. 
Insurers do not turn over an inventory in their trade. Instead, they create reserves to 
provide for future losses while using those reserves as a source of investment income 
for themselves. Policyholders' funds provide an element of gearing to the financial 
operation of the insurer. In essence, policyholders' funds represent a "float" of money 
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provided to the insurer at no charge. Any attempt to measure the financial results of 
a short-term insurer must therefore culminate in a value of the profitability of the 
shareholders' funds in the firm. To this end, it is essential that the analyst views 
policyholders' funds as quite different in nature from shareholders' funds, although 
these two sources of funds together make up the aggregate assets of a short-term 
insurer. 
The difference between decompositions of financial accounts for short-term insurers 
and those for other industries is seen clearly in Figure 33. The left-hand side of this 
chart shows the components of shareholders' and policyholders' funds, which, when 
aggregated, comprise the assets of the insurer. The right-hand side shows the process 
of arriving at the operating earnings for the insurer. The investment income depends 
on the funds available for investment. 
Policyholders' funds may be a considerable proportion of the "working capital" 
available to a short-term insurer. This usage of policyholders' funds may add financial 
strength when combined with the own funds that the shareholders commit to the 
enterprise. Since policyholders' funds are provided without the owners having to pay 
for their use, the financial power the assets of the firm can exercise is multiplied by 
the amount of free reserves the policyholders' funds provide. The more shareholders' 
fimds comprise of the total asset base of the insurer, the more exposed those funds are 
to the possibility of a decline in the fortunes of the enterprise. If the shareholders have 
a relatively modest share of the assets of the insurer, the effect of the gearing ratio60 
will result in better results than they could have expected without the use of these 
funds. 
Operating income is subsequently measured against the asset base and the gearing 
60 
"Gearing", in its general financial sense, refers to the extent that a firm can use borrowed funds in 
the operation of its business. The nature of short-term insurers' gearing is quite different from 
this, and will be discussed in more detail below. 
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ratio is ultimately applied to the return on assets to arrive at a return on shareholders' 
funds (ROSF). 61 
The entries on the balance sheet for shareholders' funds and for the policyholders' 
funds may show variations in an accounting period as reserves are built up or drawn 
against. The value of the share capital may also vary as authorised shares are issued. 
Hence, when calculating the returns on assets and on shareholders' funds (ROSF) for 
this study, an average for these values between the latest entry and that for the previous 
year was used. 
The following paragraphs will discuss the relative financial success of the insurers 
surveyed in respect of several ratios, chosen for their ability to generally reflect the 
relative financial success of short-term insurers . The ratios will be calculated from 
financial results reported in the financial statements for selected insurers in each of the 
five years from 1990 to 1994. This time horizon was necessary to smooth the financial 
results over the period. This period also included one cycle of underwriting results in 
the South African short-term insurance industry, incorporating a net income and a loss 
result. 62 
Some companies included in the survey had not been in operation for the full period 
under review. Their results for the period that they had indeed been in operation were 
included for the sake of completeness and easy comparison. Their relatively small size 
and their focus on specific niche markets may introduce some distortion. Such 
distortions will be commented on where they appear. 
61 
62 
To differentiate the usual return on equity from the return on shareholders' funds, the latter term 
will be used in the rest of this study. 
The nature of the underwriting cycle in South Africa was the subject of Chapter 4. 
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8.4 USING RATIOS FOR ANALYSING FINANCIAL 
PERFORMANCE 
Ratio analysis, which relates balance sheet and income statement items to each other, 
allows evaluation of a firm's financial position (Brigham 1994: 170). Absolute values 
such as the volume of premiums written or the extent of the capital employed only 
show the difference in the relative size between insurers. This applies to the 
companies surveyed in this study, because a few large insurers dominate the South 
African short-term insurance industry in respect of market share and capital employed. 
Many of the smaller insurers surveyed have premium incomes and capital that are 
fractions of those of the dominant insurers. However, it is possible that these smaller 
companies could be financially more successful in their own niches than the bigger 
insurers. An analyst therefore needs to find common measures of relative success that 
will allow a fair comparison of short-term insurers' financial performance. Financial 
ratios are useful tools for the analysis of financial performance, especially in an 
industry with such a diversity of sizes. 
8.4.1 Advantages of ratios 
Ratios have the advantage of being able to standardise for the disparity of size that 
follows when absolute comparison between the financial results of large firms and 
financial results of much smaller operations are made. Ratios can provide a single 
figure that makes such a comparison possible. For instance, if Insurer A, with a 
premium earned of R50 million experiences a loss of R5 million, that loss can be 
represented as a ratio of 10 percent of the earned premium. Should its competitor, 
Insurer B, suffer an identical loss on its premium earned of R500 million, the loss ratio 
is only 1 percent. The distortion introduced by the relative size differential is thus 
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eliminated by using a loss ratio. 
Ratios may also act as a sunnnaiy statistic, enabling an analyst to screen the wide range 
of information contained in the primary accounts and to simplify the assimilation of 
the crucial aspects of a firm's performance (Rees 1990:121). Management are 
presented with a simple and understandable view of the firm's performance by using 
ratios. Identification of abnormal performance is also made possible by comparing 
ratios calculated for firms in the same industry (Van Rooyen & Kelly, in Lambrechts 
1990:87). Ratios can also provide standardised input into formal decision models 
although Rees (1990: 121) voices a certain amount of concern about the distributional 
characteristics of ratios. 63 
8.4.2 Limitations of ratios 
Van Rooyen & Kelly (in Lambrechts 1990: 87-8) mention several limitations of ratio 
analysis. For instance, timing differences may arise where firms in a particular 
industry have different reporting periods. If firms in an industry also differ 
substantially in the nature of their operations, by being diversified or active in more 
than one industry, ratio analysis may create a distorted picture. Given the relatively 
small number of insurers active in the South African short-term insurance industry, 
and their focus on short-term insurance as their main business, these limitations may 
not apply to this industry. 
63 Most statistical tests make assumptions about the normality of the probability distribution of the 
population (Rees 1990:123). 
209 
Chapter 8 Financial structure and performance 
8.4.3 Ratios applied to short-term insurance 
It is fundamentally important to note that a given ratio cannot be judged as "good" or 
"bad" in isolation. Ratios must be compared with those of similar firms in the same 
industry or with the average ratio for the industry to be useful indicators of relative 
success (Brigham 1994:285). To this end, the next section of this study will present 
ratios calculated for various aspects of short-term insurers' operations using the ratios 
generally used in this industry but structured according to the Du Pont chart suggested 
above for the short-term insurance industry. Each ratio is shown for each of the five 
years leading up to 1994 and an average for these ratios is shown for each company. 
Several of these companies have not been in operation for the full five years and their 
results are accordingly shown for the years they actually prepared financial statements. 
Not all ratios described in the literature are relevant to all organisations (Tyran 
1986: 164). The application of these ratios relevant to short-term insurance therefore 
requires some adaptation and these insurance-specific ratios will be discussed in more 
detail. 
An analyst can calculate several ratios that will allow insight into the relative success 
of a business enterprise. Used together, these ratios allow an overall view of the 
financial performance of an enterprise to be established. The ratios calculated for the 
firm can be compared with similar ratios for other firms in the same industry or to an 
industry average. 
210 
Chapter 8 Financial structure and performance 
8.5 THE FINANCIAL PERFORMANCE OF SOUTH AFRICAN 
SHORT-TERM INSURERS 
The following discussion will use a classification of the ratios generally applied which 
is also relevant to short-term insurance. The discussion follows the format of the Du 
Pont chart suggested for the South African short-term insurance industry and 
presented in Figure 33. Where possible the generally used equivalent ratio for other 
types of industry will be discussed but no ratios will be calculated for those industries. 
As far as the short-term insurers are concerned however, their actual performance will 
be reflected in the ratios shown. 
The analysis of the financial performance of the South African short-term insurers 
included in this study will therefore start with the measurement of their efficiency in 
the usage of assets. Referring to the Du Pont structure suggested in Figure 33, this 
analysis follows the left-hand side of the chart. 
8.5.1 The efficiency of the usage of assets 
Short-term insurers' assets are mainly monetary in nature, whereas the assets of other 
types of enterprise may be held in inventory for resale, machinery for production or 
fixed assets such as office or factory buildings. Measurement of efficient usage of 
these assets should therefore be carried out with this in mind. The ratios shown below 
have been adapted to reflect the requirements of an analysis of the short-term 
insurance industry. 
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8. 5.1. J Liquidity ratios 
Liquidity ratios measure the firm's ability to meet its maturing short-term obligations. 
Current ratio = Current assets 
Current liabilities 
(29) 
Dividing current assets by current liabilities gives one the Current ratio. This ratio 
shows the extent to which the firm may convert assets to cash and so cover the claims 
of short-term creditors in a period corresponding to the maturity of these claims. 
It is evident from Table IO that some larger insurers do not fully cover their current 
Table 10 Current ratios for South African short-term insurers over the period 1990 to 1994. 
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liabilities with current assets. For instance, Mutual & Federal has an average current 
ratio of35 percent, while Santam's ratio calculates at 63 percent. The reason for the 
difference in approach to liquidity between these larger insurers and the smaller 
companies may be found in the extent of their investments. Insurers hold most of their 
assets in investments which are not considered to be part of their current assets. 
Because the investment portfolios for the larger insurers are more extensive in relation 
to their other (current) assets, they can assume that they could easily liquidate at least 
a part of their investments should these be needed to cover current liabilities. 
In many industries, management can retain a considerable portion of the current assets 
of a firm as inventory. Inventories are not easily liquidated and are most likely to incur 
losses in case of the liquidation of the firm. The quick ratio is an indication of the 
firm's ability to meet its short-term obligations without relying on the disposal of 
inventories. In the literature, the quick ratio is also called the acid test ratio. 
Quick ratio = Current assets - Inventory 
Current liabilities 
(30) 
The quick ratio shown in equation (30) applies to the general type of business that has 
an inventory to sell. The basic tenet of the quick ratio is that a business could probably 
cover its current liabilities by conversion of its current assets to cash without having 
to resort to liquidation of its inventory. The realisable value of such inventory may be 
very little with a forced sale. 
A 'd t t ti Cash + Marketable securities + accounts receivable c1 es ra o = -----------------
Cu"ent liabilities 
(31) 
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Since the short-term insurance industry has no inventory, the quick ratio is not 
relevant. To formulate an appropriate acid test ratio for insurers, the alternative 
calculation proposed by Tyran (1986:172) may be useful. In equation (31), the 
convertible components of the numerator are therefore individually added, without an 
inventory component. This formula uses account items that are present in insurers' 
accounts, and this may be calculated as shown in Table 11. This table, read with the 
current ratios shown in Table 10, is evidence that South African short-term insurers 
generally maintain a high degree of liquidity. While not all their investments could 
arguably be readily converted to cash, the liquidity without these investments is still 
sufficient in general to cover current liabilities. It may be significant that the larger 
insurers rely to a larger extent on their investment portfolios to supplement their 
current assets. Since their exact investment mix and the timing and nature of their cash 
Table 11 Acid test ratios for South African short-term insurers over the period 1990 to 1994. 
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flows is unknown, is difficult for an outside observer to conclude whether their 
strategy is prudent. 
These ratios show considerable strength in the insurers surveyed. Except for a few 
that show relatively low ratios (and even then, ratios well in excess of 100% are 
evident), most have ratios that show that their assets exceed their liabilities more than 
three times. ABSA insurance shows an average ratio for the five years under review 
of 639 percent and a trend that culminated in an acid ratio of 800 percent in 1994. 
Another interesting case is SA Eagle, which has seen an acid test ratio that has varied 
in alternating years from 309 percent to 64 percent to 368 percent, back to a poor 45 
percent, rebounding again in the following year to a respectable 403 percent. These 
swings can be because of variations in current liabilities. 
8.5.1.2 Solvency ratios 
Solvency ratios measure the extent to which management have used debt in the 
operation of the firm. In most industries, the firm's owners would provide only a part 
of the finances of the firm and they would obtain the balance from creditors. The 
extent to which the owners rely on creditors for financing is an indication of the degree 
of risk that the creditors bear in dealing with the firm. If the owners have a relatively 
small stake in the business, creditors could have problems recovering their stake 
should the business fail. By using creditors' funds, owners can increase their return 
on their own investment which may be modest. This phenomenon is called the 
gearing of the firm, meaning the leverage64 that the firm obtains by using creditors' 
funds. 
64 Rees (1990:132) comments that the term "leverage• is used mainly in the USA, while it is called 
"gearing• in the UK. These terms are used interchangeably in this study, as each describes the 
effect of the process. 
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In the South African market, the regulatory authorities do not permit short-term 
insurers to use long-term debt to supplement capital unless they incur such debt as 
supplemental subordinated debentures or loans. Insurers may only enter subordinated 
debenture or loan arrangements with the prior approval of the Registrar of Insurance. 
a An overall debt ratio 
Several ratios can reflect the size of the leverage used by owners. The ratio of total 
debt shows the percentage of total funds provided by creditors. 
Debt ratio = Total Debt 
Total Assets 
(32) 
In view of the absence of debt financing it may be concluded that short-term insurers 
rely fully on their own capital to finance their operations. This is however not so. 
Short-term insurers hold considerable sums in reserves for unexpired risks and IBNR 
claims. These insurance funds65 can more properly be seen as belonging to 
policyholders but being used by the insurer to fund operations until the losses are 
either incurred or the premium earned. The distinction of policyholders' funds from 
shareholders' funds enables the analyst to examine the performance of the firm from 
an owner's perspective. Holding policyholders' funds is comparable to debt financing 
in other industries, and provides financing from an outside source. A debt ratio for 
short-term insurers can therefore substitute policyholders' funds for total debt in the 
numerator of the debt ratio equation, resulting in equation (32). The higher the 
gearing is, the greater the ratio of insurance income (or loss) to shareholders' funds 
will be (Cummins & Derrig 1986:133). 
65 These funds can also be referred to as "technical reserves". 
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= Policyholders' funds 
Total Assets 
(33) 
Because of the absence of debt financing and the calculation of the statutory solvency 
requirements of the regulators, there will always be some degree of policyholders' 
funds in a short-term insurer's asset base. While the extent of the leverage available 
to the shareholders may vary according to the extent that shareholders' funds are 
supplemented by policyholders' funds, the leverage can never be negative. 
Table 12 Gearing ratios for South African short-term insurers over the period 1990 to 1994. 
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The gearing ratios shown vary from no calculable ratio for Compass Insurance Co Ltd 
and for Rand Mutual Assurance Co Ltd, through low gearing ratios for Auto & 
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General Insurance Co Ltd and for Mutual & Federal Insurance Co Ltd, to relatively 
high gearing ratios for companies such as Fedgen Insurance Co Ltd and Standard 
General Insurance Co Ltd 
Insurers that show lower gearing ratios depend to a larger extent on shareholders' 
funds for their capital base. It could be argued that these insurers should make better 
use of the free reserves provided by the policyholders' funds so that they could show 
a better return on shareholders' funds. Gearing ratios of between 30% and 40% 
appear to be common in this market, and the low gearing positions taken by Auto & 
General Insurance Co Ltd and Mutual & Federal Insurance Co Ltd could be improved 
upon if they adopted a less conservative stance. 
The objectives and long-term strategies of these insurers may however include a 
resolve to build shareholders' funds and to pursue a policy of not depending on 
policyholders' funds. Auto & General Insurance Co Ltd and for Mutual & Federal 
Insurance Co Ltd could be compared in this respect to San.tam Insurance Co Ltd 
San.tam evidently take a view that a more assertive gearing ratio may lead to success, 
and their better ROSF reflects the result of this attitude. 
b. Solvency margin in terms of GAAP 
The basic solvency of insurers was briefly touched upon in Chapter 3. The solvency 
ratio is of interest to analysts because it represents the extent to which an insurer can 
meet the amounts that policyholders may call upon in payment of losses arising from 
risks it has underwritten. Van Rooyen & Kelly (in Lambrechts 1990: 124) regard the 
solvency of an enterprise as essential, as it cannot survive without adequate solvency. 
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Solvency margin (GAAP) = Shareholders funds 
Net premium income 
(34) 
The South African Institute of Chartered Accountants uses the GAAP convention for 
the calculation of solvency. This ratio is calculated as the shareholders' funds 
expressed as a percentage of net premium income. 66 This ratio is analogous to the 
ratio of net working capital to sales that may be used for other types of industry (Tyran 
1986:158). A fundamental assumption in the calculation of the solvency ratio is that 
the net premiums written fully provide for the possible claims and the other expenses67 
that the insurer may incur during the period for which the premium has bought 
insurance cover. The shareholders' funds of the insurer would not include the reserves 
made for unexpired premiums. These funds can be regarded as belonging to 
policyholders should be distinguished those from share capital and retained earnings, 68 
which together represent shareholders' funds. 69 A summary of the solvency margins 
for the insurers included in this study appears in Table 13. 
66 Net premium income is regarded as premiums written less reinsurance premiums ceded outwards. 
67 Expenses may include commissions, marketing expenses and administration expenses. 
68 These retained earnings are shown as distributable reserves. 
69 The components of shareholders' funds and of policyholders' funds are shown in Figure 33. 
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Table 13 Solvency ratios calculated according to GAAP for South African short-term insurers for the 
period 1990 to 1994. 
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All the insurers shown in this table reported solvency margins well above the minimum 
ratio of 25 percent set by the Registrar of Insurance. Several insurers show extremely 
high solvency ratios - four of them have ratios in excess of 200 percent. Amongst 
these, Prefsure's high ratio may be on account of their not writing large tracts of 
business in relation to their capital base. 70 The other three insurers may be growing 
more slowly than their competitors, which would also reflect in a higher solvency ratio. 
This theory may also apply to Regent Insurance Co Ltd, because it has shown lower 
solvency for the years preceding 1994, when its solvency ratio increased to 128 
70 The strain that fast growth of premium income places was discussed in previous chapters. 
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percent. 
c. Solvency margins under South African regulations 
Despite the prescription of GAAP for the calculation of the solvency margin of an 
insurer discussed above, the South African regulatory authorities have chosen to apply 
a more rigorous approach. They calculate the value of shareholders' funds as the 
difference between the total value of insurance assets and the value of liabilities. As 
the unearned premium reserve represents a liability of the insurer (being policyholders' 
funds held in custody, so to speak) they do not include this reserve in the calculation 
of the insurer's insurance assets. Reinsurance placed outside South Africa is also not 
recognised, because these contracts may not be recoverable under local South African 
legal conditions. 
Insurance assets - Liabilities Solvency margin (Act) = --------------
Written premium - Approved reinsurance 
(35) 
This approach is sound in principle, since the unearned premium reserve represents 
funds that belong to the policyholders instead of the shareholders. Should claims 
present in future, these will be met from this reserve. If they include these 
policyholders' funds in the present calculation of solvency, they will overstate the ratio 
as an indicator of the ability to pay for future and present claims. 
In a sense, this formulation of the solvency calculation may be compared to the acid 
test ratio described above. It sets out to identify a "worst case" scenario for the ability 
of an insurer to meet its commitments to its stakeholders. 
The Registrar of short-term insurance prescribes that any South African short-term 
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insurer must maintain a solvency margin of at least 15 percent. 71 In practice, the 
contingency reserve of 1 O percent will be added to this minimum. Insurers that are 
below the aggregate of 25 percent must present plans to the Registrar about how they 
intend building up their reserves to the statutory minimum. The margins presented in 
Table 14 reflect several insurers with solvency margins below the minimum. 
However, some of these are newly established insurers whose assets or liabilities may 
be distorted in their returns to the Registrar because of timing differences. As their 
position stabilises, their actual solvency margins may become more evident. 
The effect of the statutory minimum solvency margin is that its own financial resources 
that an insurer can muster restrict its ability to accept large tracts of new business or 
to increase its current premium base. It also encourages conservative underwriting 
practices because an insurer can build up provisional reserves out of operating 
incomes over a period of some years. 
71 Circular R.V. 107 (issued 20November1989). 
222 
Chapter 8 
Table 14 
Financial structure and performance 
Solvency margins (as defined by the Registrar of Insurance) for South African short-term 
insurers for the period 1990 to 1994 
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Ho11a£clfosurarl~~•Cri.Ltd 
$~rlhimifhtlted · 
. - . ·-:-:-:·:-:-:-:.- ··::-:-:-·-:.:-:-.· .. · ···.·.· 
·· · f89gci;rtiMi!ra~eCo(td 
ciGNA tm1uram:e eo ua 
illeW•111a1ioi'lal·trlsuranceCOl.ld. 
.... .. . ..... 
~IS] M~~ranc~ Ci> lld 
····· .............. - .. . . . . ... . . 
•••••••••>••••·•·)•· ···· •.••.·•·•· ~li~ lnsiirilnce Lim~ 
.·.·.· ··•••Auio &•G~eraftnsllrance Co•l.ld 
St~lldardG~f1~~insurl1116~ Col..td 
.... ·.·.·.·.·.·.··.·.·· .. ··.·.·.·.·.·· ... 
··Gene~ Accid~t 1rl~11~ co Lid ) ··• Nas '"~~ranl)e & L.lti N~~k>11a~\i~~~~~ 
Piersuretifnited 
1994 1993 .. 
195% 168% 
197% 156% 
190% 73% 
72% 95% 
72% 58% 
38% 106% 
42% 43% 
30% 46% 
59% 51% 
38% 30% 
39% 40% 
38% 51% 
35% 34% 
20% 42% 
37% 31% 
26% 23% 
26% 24% 
2% 2% 
1% 1% 
1% 1% 
1% 1% 
1992 1991 .. 1990 Avera~·· 
186% 169% 183% 180% 
134% 123% 138% 150% 
60% 69% 62% 91% 
81% 71% 64% 76% 
53% 83% 80% 69% 
86% 48% 54% 66% 
40% 54% 48% 45% 
66% 41% 41% 45% 
44% 36% 31% 44% 
46% 45% 57% 43% 
37% 45% 51% 43% 
37% 42% 
38% 40% 43% 38% 
34% 33% 38% 33% 
30% 33% 33% 33% 
22% 23% 28% 25% 
16% 27% 21% 23% 
2% 2% 2% 2% 
1% 1% 1% 1% 
1% 
1% 
...• >•·•·•····· ~a.nd~~ie•issural1~¢o•1.td Cred~·~~·~~·lfH;u(an~.PQl'(!Ol'iltit>n·<>f•~ 1% 1% 0% 0% 0% 0% 
stai®6 ~l1Jel.1Mlted 
··eoll1~~·16~11~e·~·~· 
0% 0% 
The comments made on the specific GAAP solvency ratios of these insurers also apply 
to the ratios shown in this table. However, the exclusion of reinsurance from the 
written premium amounts, coupled with lower shareholders' funds has dramatically 
affected the solvency ratios of several insurers. These insurers are well short of the 
minimum required by South African regulators when this more onerous measure is 
applied. 
The solvency ratio of Protea Insurance Co Ltd showed a sharp decline in 1994, 
compared to previous years. This year marked heavy losses for this company, and 
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some of the shareholders' funds evidently had to be liquidated to raise the funds 
required to meet these losses. 
8.5.2 Activity ratios 
The above sections of this study deal with the left-hand side of the Du Pont analysis 
shown in Figure 33. That side of the ana]ysis refers to the efficiency of usage of assets. 
The right-hand side of the chart deals with the various influences on the income of the 
firm, and reflects the trading process. There are various activities that the firm may 
perform during the trading process, each focussing on a particular aspect of the 
operation 
Activity ratios measure how effectively a firm uses its resources. For instance, 
inventory turnover is a ratio that suggests the extent of investment of the firm's assets 
in inventory in relation to the sales of its inventory. Higher turnover ratios characterise 
better performance. 
Sales Inventory turnover = ----
Inventory 
(36) 
Similar turnover ratios can be calculated for fixed assets turnover and for total assets 
turnover. Total assets turnover is a significant indicator of the effectiveness of the firm 
in translating its assets into sales. 
An insurer does not turn over assets in the same manner as other types of industry. 
There is no direct inventory for insurers to sell and the costs of sales found in other 
industries are not directly comparable with the administration expenses and 
commission cost paid by insurers. 
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Ratios measuring the administration and management costs are shown in relation to 
the earned premium, because earned premium is the closest to the sales figures shown 
in other industries. Earned premiums are calculated as written premium after 
reinsurance and transfers to the unearned premium reserve have been deducted. 
8. 5.2. J Commission to Earned Premium 
Rates of commission payable to intermediaries are limited under the Insurance Act of 
1943 (as amended). Commission on motor insurances may not exceed 12,5 percent 
of the written premium, and on all other classes the maximum commission rate is 20 
percent. This limitation also applies to any other compensation paid to an 
intermediary, such as administration charges or stationery provided free of charge. 
Because reinsurance commission agreements are not similarly limited, commissions 
on reinsurance may vary, and if the overall commission payable is taken as a ratio to 
the earned premium, as in Table 15, more than 20 percent is possible for average 
commission ratios. The negative percentages shown for Pref sure is the result of their 
large reinsurance cession resulting in a return commission that was not counteracted 
by a similar payment to an intermediary. 
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Table 15 Commission ratio to earned premium for South African short-term insurers for the period 1990 
to 1994 
••••• ··•//··· < <::.::: •·:·c1>rni1tiuiol'I aat.c:»·" · 
Mi$k111!;Jiit111l~ & t.td 
i4~~ioo&1ev~~~~1e. 
·NBS tllsurari¢e co ua 
CIGNA Insurance to Ltd 
. . . . ... 
Hollard Insurance Colld 
: ·••••·•>••·········•••.·.:·•·•·•··.·.·.· P~·lnsurance·eol.ld 
s6ui6Afric:an EafJlelllsuianee Coltd 
.· · · / ffiM Na11<>na1 ln~ulance to Ud 
.... ..... . ....... . 
·· f'Eldgen 1nsura11¥ eo Ltd 
· · .·.· A~is.hi$1lrlinl:eeoud 
•••••••••·•• ... :•·•···•••••· >< .C()111mt1roiat.Vniohtr~Jlllnce .co•!@• 
··Mutual &·Federai·1nsurance eo•t:.td 
··· dlmefal Accidlmun~urance co Ltd 
.··.·.·.·.·.·.·.·.·.·.·.·.·.·· .... - · .. · . 
··• Guard,hN~IJOS. hii!ullln11e Co Ud 
. . . sal1talnt1$itY 
.. AJtb & General • Insurance cc:ttid 
.·.·.·.·.·.·.··.· .. · .... ·. ·.·· 
Regen(•t6~IJ!ltt111jj9>.~td•' 
. . ... · .. ... . . . A11iam1~n¥LJi#~8d 
··Standard·General•lnsuranl:e•c<1•Ud· 
Rand MutllalASsuranee C6Ltd 
·····•n•••u9;~~11a.ri~1.n.~.1J.fi11Ce.&~"t.~· 
1994 
22% 
-1% 
17% 
20% 
12% 
18% 
15% 
21% 
14% 
17% 
14% 
15% 
14% 
12% 
13% 
13% 
10% 
8% 
10% 
-11% 
slll11i:>Mlr!Sllf'ari0&un'lit~ 11% 
CriiJI~~~ l~~urltflce Co Ltd 
1993 <1992> 1991 ·· 1eeo<Averaae 
23% 24% 
14% 11% 
16% 14% 
21% 16% 
18% 21% 
16% 14% 
15% 16% 
21% 3% 
14% 14% 
13% 15% 
14% 15% 
14% 14% 
12% 12% 
13% 14% 
13% 12% 
15% 9% 
12% 13% 
6% 8% 
9% 8% 
-13% 0% 
20% 
44% 
15% 
18% 
17% 
17% 
14% 
16% 
14% 
14% 
14% 
15% 
13% 
13% 
9% 
13% 
8% 
7% 
0% 
22% 
31% 
31% 
16% 
14% 
16% 
15% 
16% 
12% 
14% 
13% 
14% 
14% 
13% 
16% 
11% 
13% 
7% 
0% 
22% 
20% 
18% 
18% 
16% 
16% 
15% 
15% 
15% 
14% 
14% 
14% 
13% 
13% 
13% 
13% 
12% 
9% 
8% 
0% 
-5% 
-474% 
Many insurers, however, write premiums without channelling the sale through an 
intermediary, and accordingly no commission arises on such transactions. The effect 
of these directly written policies is seen in a lowered overall commission rate. 
The remuneration paid to intermediaries should be seen as marketing costs. Direct 
insurers will, of course, have their own marketing costs as well but commissions paid 
will comprise the bulk of an insurer's marketing costs. 
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8.5.2.2 Claims incu"ed to earned premium 
Claims payment is the core business of an insurer and the largest part of its incoming 
cash flow is applied to the payment of claims. 
Incurred claims are calculated by adding the amount provided for known claims at the 
end of the period under review to the amount actually paid during this period. The 
outstanding claims at the end of a period still have to be paid and are therefore a 
known liability. The amounts provided for known claims at the beginning of a period 
are usually paid during that period or are still outstanding. Their value is therefore 
subtracted. The result is reflected as the incurred claims and can be brought directly 
in relation to the earned premium to arrive at a ratio that shows the proportion of 
premiums paid for losses incurred. 
The loss ratio is an indicator of the effectiveness of the underwriting processes for that 
insurer. If the losses are too high, the underwriter underrated the risk. The ratios 
shown in Table 16 are consistent for each insurer, varying less than 10 percent from 
the mean in most cases. This consistency is the result of the insurers concerned having 
managed to diversify the systematic risk of their underwriting portfolios to a large 
extent. The less successful insurers with higher loss ratios also show more variation 
in their year-on-year loss ratio experience. 
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Table 16 
Financial structure and performance 
Ratio of incurred losses to earned premium for South African short-term insurers for the period 
1990 to 1994 
1 } ·· • ( ·· · Lou Ratic> · ·.· < > 1s&4 < 1993 > 199% 1891 1990 Average• .. 
i .• · s~~;~ A6811;m 11l~tlrance c:~ Lltl 
•.... ·· ..•...•... ·.··. ·.·.· ... ·• Nl!Vi lllatii>ri¥ m~Jfi!~~~ i:;:o Ltd 
· / ....•...... ·•· &a ... id G81le~·1l11;111~11c:Jc~•1.1d. 
(,O~ll~iai, ~tlf1&11r.~llNll1cE1 oo l.td 
.· ·.·.· Nl3S ln$urance co Ltd 
~J~~Af~~n f:agte 11l$Uran<le C:o Ltd 
.. ·· < · ..•. · #~~gen 1n$Urance co Lt~ 
•.··· . i:;:om'1i~c:ilil t)liion Insurance Co ltd 
~s Insurance Coltd 
.. •.•···•••·•.••• Ptlliea• tllSurance coud 
MU1i1e1 i f'eclerannsuranoe coL1d 
sanbim Liriiilecl 
H~ttMI ••nee CO Ltd 
....... . .. ... . .... 
· · ./·.·· crcoNA 11l!i1Ural1cecot11i 
··••·•A®•~••C.O~ll11t&i 1~nc:J••60• l.1d ·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.· .. ··.·.·.·.·.·.·.· .. ·.·.·.·.·.·.·.· ...... . 
N~~#@~¥8;$;8~a~~~li~r1t 
ABSA Insurance co Ltd 
......................................... 
· Ra11clMlltllal~1ic:Jcol.11i ·· 
.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.·.··.· .. ·.·.· .. ·.·.·.·.·.·.·.·.··.·.······ 
•<•••••••••••••••••••••••••••a®~lli~6WC~4td ..................................... 
102% 93% 
87% 83% 
82% 76% 
82% 84% 
85% 81% 
89% 94% 
80% 
89% 74% 
81% 77% 
83% 74% 
78% 76% 
77% 65% 
76% 70% 
73% 68% 
74% 69% 
63% 51% 
60% 57% 
76% 71% 
67% 57% 
63% 63% 
78% 69% 
82% 65% 
25% 82% 
84% 79% 102% 92% 
85% 85% 
71% 92% 103% 85% 
77% 85% 87% 83% 
77% 78% 81% 81% 
78% 79% 62% 80% 
80% 
72% 76% 82% 79% 
70% 80% 86% 79% 
70% 77% 85% 78% 
69% 75% 81% 76% 
67% 78% 85% 74% 
67% 74% 77% 73% 
69% 73% 73% 71% 
67% 73% 74% 71% 
68% 76% 66% 65% 
63% 69% 73% 65% 
68% 46% 36% 59% 
55% 51% 63% 58% 
65% 72% 0% 53% 
30% 0% 0% 35% 
73% 
53% 
8. 5.2.3 Administration expenses to earned premium 
Short-term insurers may incur considerable operating expenses. As a service industry, 
much of the insurers' overhead costs lie in the infrastructure required to maintain the 
policy records for underwriting purposes and to manage the claims processes. While 
staffing is important, insurers have in recent years invested in computer systems at 
considerable costs (Smith & Atkins 1994:23). Regulators in the UK market have 
already looked towards disclosure of administration costs in the marketing of 
insurance products for limiting the costs proportion of the premiums paid by 
customers. 
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Table 17 Ratio of management expenses to earned premium for South African short-term insurers for 
the period 1990 to 1994 
.··.·.·.· )·.··· dlit\!Amsll~couJ 
Na$1o~~~v~k.,laflrfl ~~ 
. . .................. . 
. Allianz 1ri$1l~l1c~ Lirrltte? 
••standard•Genetal·lnSllltlnce•CO•Lt<f 
. . ... .. . ......... ~niosuranc&C<>Ltd 
Cre<lit $ua~l1tee 1~1¥ifoc~ ~oQ)orajioll ¢Africa 
····· · · ··. · · · · ·· · ·····••• tut 
·.· .. ·.·.·.·.·.·.· .. · .. ·.· .. ·. .· . · .... ·.··.·.·.· .. 
·. · .... •·····•·• ······• . .....• f'#iW Natiorialll'lsllrance c;c, t.tcl 
.·. ··•·· Allt~ ~Genera' lnlillrancie eo t.1Ci 
•···· .. Pr(ltf!a !aj;~~r# C<J l,.t~ 
.· Regent!JlillJ&~CQt.td 
. $~1l~[llt.inlitElci 
· ···•· ·•··•· .l-k:>J1arli frlsllrtin& Coltd 
· · ·· · ·.··· s~lti At~~~rl ~~9~Jo$Ura~ poit4 
. · .. · A~9;$ fo$1J~ cc:llt<t 
·••••••••••••••~·.~.F~1•11l~MJfiQCl)t_tcl 
.•·G~!d1a~•Nati~ll~1•Witi~~•eo·n<1 
< ~U;1~;,rii11S~l..1mtt~ 
····•·•·>•• >Na$~~~CQt.1d. 
wA1nl5tiranoe 66 t.t<i 
Ralio M~.~~1~~11~eottc1 
.9~~P#¥!>.i.f#.u.r#~thttJ 
.. 
<'f994 1993 
256% 262% 
21% 26% 
31% 34% 
26% 30% 
23% 24% 
26% 22% 
40% 50% 
28% 26% 
6% 7% 
25% 22% 
19% 19% 
16% 20% 
19% 17% 
13% 13% 
10% 13% 
9% 11% 
9% 9% 
7% 8% 
6% 6% 
7% 
8% 8% 
7% 6% 
5% 4% 
1992 /1991/ ··1aso•••••Averaae·. 
259% 
31% 33% 28% 28% 
31% 25% 12% 26% 
29% 21% 22% 26% 
27% 25% 28% 26% 
24% 24% 31% 25% 
21% 0% 0% 22% 
22% 17% 18% 22% 
8% 7% 81% 22% 
13% 20% 
23% 20% 19% 20% 
20% 18% 21% 19% 
13% 12% 11% 14% 
14% 13% 14% 13% 
10% 9% 10% 10% 
11% 10% 10% 10% 
11% 10% 12% 10% 
8% 8% 8% 8% 
8% 8% 9% 7% 
7% 
6% 7% 6% 7% 
8% 7% 5% 7% 
4% 
The results of the calculations of the ratios of expenses in relation to earned premiums 
for the insurers surveyed in this study appear in Table 17. There is obviously a 
considerable variation in the ratios shown. Some larger insurers show lower expense 
ratios, suggesting that they can capitalise on economies of scale. 
8. 5.2.4 Underwriting income to earned premium 
The American literature refers to a "combined" ratio that adds the loss ratio to the 
expenses ratio. This ratio, when less than I 00 percent, shows an underwriting net 
income, and when it is more than I 00 percent, an underwriting loss (Greene, 
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Trieschmann and Gustavson 1992:364). Although the combined ratio is widely used 
in the USA, Vaughan (1989: 111) expresses some doubts about the methods used to 
arrive at this ratio. The main problem is the basis of calculation for the ratio. In the 
USA, the expense ratio is calculated to written premiums, while the loss ratio relates 
to the earned premium as a base. The combined ratio therefore merges data that are 
not precisely comparable. The combined ratio is thus, at best, a rule of thumb and is 
not usually applied in the South African short-term insurance industry. 
For South African short-term insurers it is suggested that an overall ratio of 
underwriting income to earned premiums be calculated as the net result combining the 
administration expense, commission and the claims incurred, and then expressing that 
sum as a ratio to the earned premium. The net sum of these totals will then be 
regarded as the underwriting income, having been derived from all the activities that 
generate the underwriting result. 
This underwriting income should be related to the earned premium because earned 
resembles the "turnover" found in other industries. Written premiums may fluctuate 
according to the timing of the premium flows and the period that the underlying 
insurance contracts will run. For instance, no unexpired provision is made for monthly 
premiums because they are deemed to be earned in the month in which they are 
written.72 Annual premiums must be reserved to pay for losses that could still arise in 
the rest of the insurance period. Polices may also be issued for even longer periods. 
This variation in the period of cover and the concomitant reserving required for future 
losses may make the premium written an undependable measure of the premium 
available to the insurer. The true value of the premium income of an insurer is 
therefore best measured as the actual premium available for payment of claims - the 
earned premium. 
72 At the end of that month, no further liability may be incurred against that premium, because the 
next month is covered by the next premium paid. 
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In the data shown in Table 18 there is one exception to this approach. Prefsure 
Limited ceded most of its premium income to reinsurers and was consequently paid 
commission that far exceeded the premium retained in the company. The proportion 
of earned premiums to underwriting expenses was thus depressed to the point that the 
percentage does not reflect an accurate measurement of the efficiency of that insurer's 
underwriting operation. This is an abnormal state of affairs for a short-term insurer. 
The underwriting ratio of an insurer may be compared with the calculation of a ratio 
for the operating earnings as a percentage of sales that would be used for other 
industries (shown in the generalised Du Pont chart in Figure 32). Arrival at an 
operating ratio concludes the determination of the efficiency of the insurers' 
underwriting activities. Their underwriting income is supplemented by investment 
income and the efficiency of their investment activities should therefore be included 
in the equation. 
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Table 18 Underwriting ratios of South African short-term insurers for the period 1990 to 1994 
1993 '19$lf . 199'1· 1991>Aver .. e 
. • ··•·<•·•······""'···· .. • .. : <:::: J,lfl~~l'Vll'iting ~atio ""1,,,9:::::94.:!:·:"""· ~~==~='--""==-c:::==="! 
. . . . . . . . . . . . . . . f>t~it.1rC! umlje(i 250% 
WA 1ll:fural1f~ (;()111pliny Ud 22% 
Rand Mutual ~*t.ll'a.,ce co uc1 16% 
···.· ..... ••·.•···•···. . ~e~erit1nlllll"ll~coL1:d 1% 
· .t;l'!l!ill c;llltran~ 1ri~uia~ ~l"#io~ 91 -'tncaiti:f. -26% 
Mlltt.lat ~Pe~ 1l1llllfl®eC0Lt1:1 2% 
ilJt~&H~Mri1 '~*~fl!#ec0 ~t(i 14% 
$8ntam Litnli.eCI 1 % 
.. ·.·.·.·.·.·.·.·.·.·.. . . ··.·.······ 
c<irnnierC:ll1 l.folJ;>n ll'l11t.1ral'l¢C! cc> Lld -2% 
... .... .... ....... . ..... . 
~~n~lc: l~~~ij~C:~ LIJ11tt#I 2% 
· ~11ar<lills@.#co4#1 3% 
AeQtlllf1sul"a~co4~~ -1% 
............... . ... . .. 
ollat<l11fo National ltlsura®• coUd -1 % 
> . NBS 1111111ram:' co Ltd -9% 
$c)ijt~ Air~ ~gJelrlsllri!iice co t.td -so/o 
.•· .. •.•····•·•'N~ Nllti(.)111111nll~rllrice cc:i:Ltd -9% 
·· ¢@.~1l111ur~ll<:.coLti;l -4% 
NliSk>~Vc!l'S~~~r~11rs$eperk -19% 
A111anz !nl!W°an(:Q um1te<1 6% 
· .. ··:.:-:-:-:-:-:-:-::.:-. .:-:-:-:-:-::-·:· ... 
Prot§tllMt8#c1>tt(I -13% 
· ·•· • cl$N.&. ll'lillianc:•coLtCI -4% 
.·.· st11ttdll~~~ell111ry~~l'll~'CciLt1:! -16% 
Fedgen lnllUtilii~ c~#d -20% 
· l3enel-a1 AC:dclent 1tl11L1Jall~ cciltcl -40% 
302% 
31% 
31% 
11% 
-0% 
8% 
8% 
6% 
5% 
-2% 
3% 
0% 
-9% 
1% 
3% 
-9% 
-8% 
-0% 
2% 
-6% 
-12% 
-25% 
276% 
34% 64% 27% 36% 
24% 
10% 3% 78% 22% 
52% 9% 
12% 5% 3% 6% 
2% -1% -7% 3% 
5% 1% 0% 3% 
8% 4% -4% 2% 
2% 
2% 0% 1% 1% 
4% 1% -6% 0% 
2% 0% -5% -1% 
10% 1% -0% -2% 
3% -1% -7% -2% 
-1% -2% 
-4% 
-15% 21% -6% 
-8% -10% -19% -8% 
-1% -12% -21% -9% 
-15% -26% -11% -11% 
-6% -22% -37% -17% 
-7% -20% -32% -18% 
-19% -12% -34% -26% 
8. 5.2. 5 Investment yield 
The returns available to an investor are variable and depend on its expertise in 
selecting appropriate channels of investment and choosing the amounts to be invested 
in each of these channels. As was shown in Chapter 3, the investment of the funds 
held by an insurer is an important function in its operations. That chapter shows that 
the underwriting activity and the investment activity of an insurer should be managed 
as a combined portfolio to reduce the risk of each of these activities. The investment 
performance of insurers is therefore important to their overall financial success. To 
measure insurers' investment performance, the income reported by insurers should be 
brought into relation to the amounts invested to enable assessment of their competence 
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Table 19 Average investment yield for South African short-term insurers for the period 1990 to 1994 
Investment Yield > 
. . ........... . 
Rand Mutua1 ASStitance co Ltd 
.... ·.· .. · .. ·.·.·.·.· .·..... New N~tional ~ncii c() Ltd 
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~h African Eagle l~rlAA (ill L1cl 
·· .. ····•···•credit Gual)1nteeiJ1$(lit!npeC~it!li6~ ()r 
... · ·.····· . AfrieaUd; 
stlllli>~1tl~ll~·l.imHed 
bllliif>l!S!i l~anpe•Po•ltd 
in the investment function. 
1994 •····· •. 19a3••···: 
10% 31% 
11% 12% 
11% 15% 
8% 17% 
11% 14% 
10% 15% 
8% 8% 
4% 5% 
10% 10% 
5% 7% 
8% 9% 
8% 6% 
11% 6% 
7% 10% 
7% 8% 
3% 8% 
6% 7% 
5% 6% 
5% 6% 
7% 9% 
5% 6% 
7% 5% 
6% 0% 
• 1992 . >199f• 1990 .· Aver~ e 
21% 
26% 16% 
16% 17% 17% 15% 
10% 18% 17% 14% 
13% 12% 14% 13% 
12% 13% 13% 12% 
20% 9% 17% 12% 
16% 13% 22% 12% 
11% 12% 13% 11% 
10% 10% 21% 11% 
10% 11% 12% 10% 
9% 12% 12% 9% 
9% 
9% 9% 9% 9% 
9% 9% 9% 8% 
9% 16% 5% 8% 
7% 7% 7% 7% 
6% 7% 7% 6% 
7% 6% 7% 6% 
7% 4% 4% 6% 
6% 7% 7% 6% 
10% 0% 0% 4% 
3% 
The amounts invested vary during an accounting period and the financial statements 
do not reflect this variation. The value of the amount invested must be calculated by 
averaging the amount invested shown at the end of the period with the amount shown 
at the beginning. 
Investment income is then calculated as the total interest and dividends earned over 
the period in the investment portfolio. The average investment yield represents the 
total amount earned as a proportion of the average value of the funds available for 
investment. Note that the yield is shown as before tax because insurers do not charge 
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tax specifically against investment income. To find the successful investors among the 
short-term insurers surveyed in this study, taxation was consequently excluded from 
the calculation. The average investment yields, calculated as set out above, are shown 
in Table 19. 
The extent to which investment income earned by these insurers supplements their 
underwriting results is apparent. For instance, Standard General Insurance Company 
has not shown relative underwriting success according to the ratios shown in Table 
18, but their investment return shown in Table 19 reflects investment success in a 
relatively high investment yield. 
Investment income does not necessarily appear to the same extent in the financial 
statements of other types of business as it does for short-term insurers. While other 
industries may show investment income as a part of their revenue, it is usually 
relatively small and does not assume the prominence that insurers place on this source 
of income. 
8. 5. 2. 6 Operating earnings 
The investment income and the underwriting income together make up the operating 
earnings of the insurer. The sum of these portfolios can again be related to the earned 
premium because this premium is an equivalent for the turnover shown in the accounts 
for other industries. The operating ratios for the short-term insurers surveyed in this 
study appear in Table 20. 
234 
Chapter 8 Financial structure and performance 
Table 20 Operating ratios for South African short-term insurers for the period 1990 to 1994 
operat1ngRat1ti ·. · 1994 1993 1992 1991 19$1LAveraae 
PtefSUrtLlinlted 301% 323% 
AssA1nsuralll:eeJmJ1;.riyttd 41% 54% 
mfo#:Muti.latA11s(,lraoced(Jitd 36% 62% 
RegentklsUfailcecot.td · 13% 20% 
· ·.··.· t1'~~19na1eve~l(erallr~l!lepet1< 7% 28% 
.......... Nii.ltM1i.F~erat1rlsrlrarlceCottd 12% 20% 
<Credit ~uat1i6t~l~~IJr.~ce p~ot~~~ ~'Mrka t;id. -15% 9% 
c<Jll1ll1~tC:1~11.i&ontns6~ce .c~l.tct 7% 16% 
·.·.•• N$$M~Jrari<:8o(Jti<i 5% 4% 
.Ne\'#~~flcJ~llMIJ~flc~~~~td 3% 18% 
. !aiit•inWinlted 9% 15% 
.•·. <·•·····.· e1GNA.1nstir~~ebof#f 13% 24% 
Guardian National 11\suranC:e C::o tt<l 6% 10% 
Auto&~~~(.1.1ns1Jl'aril:l!C;oi.1<i 18% 12% 
····. ~~~1MUrllrlc:epe#~ 3% 1% 
tlOHaR:l.fosurance coltct 8% 7% 
....... ... .. . . ........ . 
. · · c(JIJl~b~~Arance#(J#d 1% 
· ~0i.itt.~r1&.~~~i;1111Jti~ce#~bd 0% 
A111a11~ 1~ur~ric:1 ciffi1t-. 11% 
........ · .. ·.·.··.·.·.·.·.··.·· .. ·. ·.· ·.·.·.·.·.·.·.· .. 
Stllnblc 1nsuralll:~ Urrifttict 3% 
•·•••·••• PrC!t.a••nsul'llflC:ec::~•t.i4•• -&% ••••••••>••••••••••••••••••••••••H••·••••••·•••••••········•·~~d•ft1:t::~:::~:@:tij -~: 
ll~rier'ai Ac:C:1dentfos6ranl:~ C::oLt<l -35% 
9% 
6% 
9% 
6% 
2% 
-20% 
65% 88% 
25% 19% 
23% 21% 
25% 17% 
57% 
20% 17% 
3% 42% 
15% 
14% 10% 
2% -5% 
14% 13% 
11% 4% 
12% 15% 
10% 7% 
11% 7% 
6% 0% 
8% -2% 
9% -5% 
5% -5% 
-4% -0% 
52% 
100% 
17% 
10% 
9% 
22% 
10% 
3% 
5% 
8% 
2% 
-7% 
-10% 
-16% 
-15% 
-15% 
312% 
60% 
49% 
35% 
20% 
18% 
17% 
14% 
14% 
12% 
11% 
11% 
11% 
10% 
9% 
8% 
7% 
6% 
4% 
3% 
-0% 
-3% 
-5% 
-15% 
The poor operating results experienced by some South African short-term insurers in 
1994 are evident from these ratios, as is the variation in the operating results over 
these five years for these insurers. General Accident Insurance Company has fared 
especially badly, with no operating profits shown for the five-year period. On the 
other hand, ABSA Insurance Company has consistently shown excellent operating 
results. 
Other industries will generally use a ratio of operating earnings to sales as an 
equivalent measurement of efficiency of their operations. 
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8.5.3 Overall profitability ratios 
The preceding discussion investigated the efficiency of the usage of assets and the 
efficiency of the trading process for short-term insurers. These two aspects were 
represented in the Du Pont chart proposed for short-term insurers in Figure 33 as the 
two "legs" leading up to an overall measurement of financial performance. 
Profitability ratios measure the effectiveness of the overall operation of a firm, as 
shown by the returns generated on sales and investment. These ratios are used to 
gauge the extent of net incomes in relation to the activities that generated that net 
Net income Profit margin = ----
Sales 
(37) 
income. The net income margin on sales is a ratio that shows the proportion of each 
unit sold that is retained by the business as income. Net incomes should, however, 
also be evaluated in terms of the financial structure of the firm. 
There are no similar ratios available that will effectively measure the profitability of 
an insurer on sales and net income. The sales of a short-term insurer are measured as 
premium written. The net income of a short-term insurer is also made up of 
underwriting profits plus investment profits. In the preceding pages, the ratios relating 
to the activities of a short-term insurer were discussed and the investment yield 
follows. 
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8.5.3.J Return on average assets 
To evaluate the return that the owners of a firm are getting on their investment in the 
business, the net income can be compared with the total assets of the firm. The ratio 
of the return on total assets thus gives a ratio that investors can use to evaluate the 
relative attraction of the firm for investment. 
Return on total assets = Net income 
Total assets 
(38) 
Table21 Return on average assets for South African short-term insurers for the period 1990 to 1994 
··R.Wrnll11Assets· 
Ra~d Mlltual•Assurance ~Ltd.• 
Pr.,$ufj .Umifid · 
··••••••••eri~•o-~~·•nsura:=~:::~~:J:t~~ 
..••.•.•.•.••. / <N.W Nilt1C>r.a1 .~~~~~~ (:~ Ltil 
· AJt~ & ~efat 1ilsJ~aild!eoUd 
.•· ... · ....... <><>•·•••••·••••··•·•••···••·•·•··••• <><?slilltlirrtl..lm~~(j•• ~i1~~~~·~~~~ L.tc1 
• ··.·. ~I~ 16sJr.nc~~Lt~ 
•. ~~1~r<l 1!ira11C:~ #> H~ Stanblc•lnsur•i!Ce•Umlteit•• 
tknia1 ..... ~f!rll11~Jr·ll~~~ Ltd 
·.•••••••·•·•••••·•• 0~"1•Nllt1~•11ilsJr•il~~ Cc; fad commeit::r=::;::~:~&~ 
. 9•~N~ '"~~!nee ~ ll~ 
·. ·•·•·• •·•·•·•·•·•·•·•·•·•·•·•·•·•·•·•·•·•·.·•· .. ·· ·· >NssJnsurancifCcfLtcf 
j~i~tib::·~.~{:!jl•1 
········• Ajtlanz 1f1Suran#t.1111Jtf!ij 
.. · · •· · •. Pi"ote• ln.Ur ceCo Ltd 
l.n~~=~:=~::::~~ 
. ·.· .· . . . ~l!ralAcekJ~ilt ln!lurallcl! C6ita 
. 1994 19~ 
34% 132% 
85% 44% 
10% 16% 
-13% 5% 
4% 24% 
35% 31% 
12% 20% 
16% 22% 
5% 14% 
12% 9% 
14% 
6% 12% 
7% 11% 
11% 
5% 12% 
9% 17% 
4% 3% 
3% 12% 
0% 7% 
21% 6% 
-5% 6% 
-11% 2% 
-10% 11% 
-48% -30% 
.•··19&2··•.·.·1991/1990 Averane 
83% 
65% 
21% 15% 123% 37% 
97% 29% 
43% 24% 
24% 8% 10% 22% 
22% 18% 35% 22% 
17% 17% 14% 17% 
18% 29% 11% 15% 
14% 11% 26% 15% 
14% 
15% 11% 19% 13% 
14% 13% 18% 13% 
11% 
14% 11% 12% 11% 
2% -4% 28% 10% 
3% 37% 0% 9% 
10% 13% 0% 7% 
9% 6% 3% 5% 
6% 1% -17% 3% 
6% -2% -13% -2% 
5% -6% -25% -7% 
14% -8% -43% -7% 
-6% -1% -48% -26% 
An insurer may increase its share capital during an accounting period by issuing 
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additional share capital. If additional share capital is introduced as preference shares 
at a nominal value and an additional premium, the premium may be repaid with a 
concomitant reduction in share capital reflected in the balance sheet. Reducing the 
share capital under these circumstances is therefore possible. 
Furthermore, the reserves of a short-term insurer may be added to, or reduced during 
an accounting period. The total assets are thus variable. If a ratio is taken of the 
return on assets to the value of assets shown at the end of a period, the ratio may not 
be an accurate refection of the effective application of the assets. Ratios may be based 
on the average of the value of the assets shown at the beginning of the period and the 
value of the assets shown at the end. 
The return is calculated as the net income after tax (including deferred tax) and before 
any inclusion of net incomes or losses from associated companies, or extraordinary 
incomes or loss. 
8.5.3.2 Return on average capital 
The shareholders of an insurance company will be interested in the return that they are 
getting on their investment. The return that the operation of the insurer is producing 
is therefore important to them. The ratio of after-tax income to the capital invested in 
the insurer is an indication of the profitability of the insurer from a shareholder point 
of view. The return on average capital ratio is also called the "investor's ratio" (Lynch 
& Williamson 1976:318), and is a recognised measure of the relative attractiveness of 
a share of common stock in a company as an investment. 
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Table22 Return on average capital for South African short-term insurers for the period 1990 to 1994 
............................. 
· ·····•>·•••••••••••••••·••••••p£llfliiii'4ium1tet:t 
···········••C:l'~~·~Jllran~lrlllllti.~¢~ p~C>l'llttcMC>tA,rr1c:auct 
.··.·········•·•·•·•········••••••••~i:f·fJl11t11l11~tiranc:4icCll.td 
•. · .. / >> santarn L.11n1t~ 
ABSA•~nsuranc:e cc) ~t<I 
""eg111•tn11..l(ariC:C! co•L.t<l. 
• Auto & <;el'lera1Jriliuianc4i 69 t.~d 
·. ~9'rt m~llralflf~ c::o t.tcf 
· / t-19l•ilic:l 1nsuraoce co ltd 
···•·•·New Nationaltnsuranc:e co1..td·· 
••···.NB$ Insurance co t.td 
Guardlan·•Nattonal•liisutance•·co·t.td 
Commercial l.lrilc>l'ifrisural'ic:e co ltd 
.. ·. · ... ·.· .. ·.·.·.·.· .. ·.·.· .. ·.·.·.· ..... ·.. ... . 
. . . N11lii0nllle Vl!~set~llll's Bl!perll. 
·•·Mutual & Federal Insurance Co Ltd 
.· > •• / • ·•· c1i)r'1A tn~Ji1.nc:e co l,tc:I 
.··•.•.• .. •.••••••••••••$~•AtrtellriEl.9tetnsurancepj)t.td 
.· Allla~z•nsuranc:e•l..'111'~ 
Protff·1lisuranceco•1..t<1·· 
..... · .... ·.··.···.·.·.···.·.< .. · -:-·::.·.·.·-:-:-·-:-:·.··· 
staridarii•G#Jel'a1•insl.lr1ric:e·co·ttt1• 
.. · t=4i~eii tnsuranc:e co t.td 
· .... ·.·.·.·.· ... ····. ·. . .. ·.· .. ·.·.·. 
> <> f;;11~rllt"~~,~~t~r~~~im£~<::~t.~ 
···StanhictnsurariCeLtm1ted·• 
. . ¢~ ;; 1flsJl'llflc:e C:o Ltd 
.... dll!l3 1992 
0% 115% 
-12% 6% 179% 
34% 74% 
12% 20% 22% 
17% 23% 22% 
7% 17% 21% 
26% 26% 23% 
12% 20% 22% 
14% -3% 20% 
4% 25% 
15% 5% 18% 
9% 15% 17% 
8% 14% 18% 
8% 7% 5% 
6% 10% 14% 
10% 22% 3% 
3% 7% 9% 
0% 8% 9% 
-8% 7% 9% 
-16% 17% 25% 
-18% 3% 8% 
-91% -61% -12% 
10% -316% 
............ 
1991 j@C) .•Avera e 
57% 
58% 
54% 
23% 25% 20% 
27% 12% 20% 
40% 11% 19% 
8% 6% 18% 
17% 15% 17% 
28% 19% 16% 
15% 
18% 16% 15% 
16% 13% 14% 
15% 11% 13% 
5% 30% 11% 
10% 10% 10% 
-5% 18% 10% 
6% 5% 6% 
0% -5% 2% 
-3% -7% -0% 
-15% -32% -4% 
-11% -21% -8% 
-2% -47% -43% 
-153% 
Well-established insurers, such as Mutual & Federal,73 have relatively modest share 
capitals in relation to their capital employed and premium income. This arises where 
insurers have built up considerable reserves over many years of operating. Newer 
companies 74 have to rely much more on their share capital because they will not yet 
have built up their reserves to the same extent. It is apparent in Table 22 that some 
larger (measured for net income to capital employed) insurers fared worse than 
smaller ones. The notable exception is San.tam whose performance may be the result 
of the proportionally larger volume of premiums written in relation to the size of their 
capital. 
73 
74 
Mutual & Federal's share capital at the end of their 1994 financial year was shown as 
R28 400 000, while its capital employed was R3 063 100 000. 
Auto & General reported a share capital ofR53 506 000 and capital employed ofR132 139 000. 
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The approach of using the ratio of return on average capital to determine the relative 
success of a short-term insurer may therefore be flawed in that share capital could be 
but a small proportion of the funds held by the owners of a short-term insurer. 
Operating earnings should therefore be compared with the total funds held by the 
shareholders. 
8.5.3.3 Return on Shareholders' funds 
In the above paragraphs a clear distinction has been drawn between the assets of a 
short-term insurer and the equity of its stakeholders. The assets would include some 
policyholders' funds that cannot be distributed to the shareholders. These funds must 
be excluded from the assets, leaving the funds held by the owners of the firm. The 
gearing ratio75 provides a useful method for isolating these shareholders' funds from 
the assets as the extent of gearing reflects the proportion of own funds to borrowed 
funds. 
75 
Return on shareholders 1 funds = Return on assets 
I - Gearing ratio 
(39) 
The gearing of a short-term insurer is derived from its ability to use policyholders' funds in 
addition to its shareholders' funds. The gearing ratio was discussed at various stages in this 
chapter, and its calculation is defined in Equation (33). The concept of"gearing", or "leverage" is 
quite different for short-term insurers compared to its meaning for other, more conventional 
businesses. 
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Table 23 Ratio of return on Shareholders' Funds (ROSF) for South African short-term insurers for the 
period 1990 to 1994 
....... ·.•· . Pretsure9m"I!~ 
.Rllnd.Mutital•Assurancli¢0Ltl'l•• 
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........... ··.·· .. ·.· .. ·.·.·.··.·.··.·.·.·.·.·.·.···.·.· .. ·.·.·.·.·.·.··.·· ··.·.· .. ·. 
·· · soirthAffiea1i~1~ @stlral\C:e~u~( 
·· ·.·.· ... ,\111iiil~ 1i'l~llrll~eUililtecl 
· .. l"r~ea l(lsuranc~ cl, Ht~ . 
fectQe.ri ln~ranc& co Ltl'l 
. stllndarc:I G.llllrll1111s\Jl'll11c~ cll Ltd 
·· Gllnera1Accidllni 1n~t~~~~ ~ l.lc1 
115% 63% 
34% 132% 
-13% 5% 
14% 29% 
6% 39% 
15% 26% 
20% 29% 
36% 32% 
7% 19% 
19% 13% 
10% 15% 
8% 18% 
6% 4% 
13% 23% 
7% 13% 
14% 
11% 
3% 13% 
0% 9% 
38% 8% 
-9% 8% 
-17% 3% 
-15% 18% 
-91% -56% 
89% 
83% 
191% 61% 
38% 25% 198% 61% 
80% 41% 
28% 26% 51% 29% 
22% 37% 32% 28% 
27% 8% 11% 23% 
24% 40% 17% 21% 
17% 14% 36% 20% 
21% 19% 28% 19% 
23% 17% 19% 17% 
5% 60% 0% 15% 
3% -5% 39% 15% 
17% 13% 23% 14% 
14% 
11% 
12% 22% 0% 10% 
12% 8% 4% 7% 
9% 1% -25% 6% 
8% -3% -18% -3% 
8% -11% -46% -13% 
24% -15% -77% -13% 
-13% -1% -134% -59% 
Equation (39) shows this relationship. The return on assets for South African short-
term insurers included in this study appears in Table 21, while the gearing ratio is 
shown in equation (33). Because the gearing ratio shown in that equation shows the 
extent of use of policyholders' funds, this ratio is deducted from one to show the 
shareholders' component of the gearing factor. These ratios may be combined to 
show the return on Shareholders' Funds (ROSF) for the short-term insurers included 
in this study and the results of this calculation appear in Table 23. 
This calculation of the return on Shareholders' Funds (ROSF) for the short-term 
insurers included in this study is the culmination of the preceding ratios calculated, 
following the structure of the suggested Du Pont chart in Figure 33. The similarity of 
241 
Chapter 8 Financial structure and performance 
this approach to that followed for the calculation of the ROSF for other industries 
makes it possible for this calculation to provide a comparative measurement of the 
financial performance of short-term insurers to the financial performance of firms in 
other industries. The underlying process of arriving at the ROSF may be different 
because of the characteristics of the short-term insurance industry but the final 
calculation is based on actual values of income generated and the funds held in the 
firm by the stakeholders. 
8.6 SUMMARY 
This chapter dealt with the nature of short-term insurers' financial structures and the 
measurement of their financial success. This measurement is essential to determine 
the value added for shareholders during the preceding process of strategic planning 
and operation of the insurance processes. If the processes added more value, the 
insurer would have additional funds to invest. In addition, an insurer could attract 
additional funds because of its success. 
The asset base of a short-term insurer has been shown in this chapter to be a crucial 
factor in its ability to underwrite risk. The solvency of an insurer depends on its ability 
to pay current and future losses, and the assets provide the capacity for risk that an 
insurer has. It was found that the extent of the shareholders' funds should be used as 
the basis for evaluating short-term insurers' financial performance, because more 
traditional measures such as return on equity and return on assets may be distorted by 
the extent of the policyholders' funds held by an insurer. The policyholders' funds, 
although shown as part of the insurer's assets, could be depleted as future claims arise. 
Short-term insurers hold their own (shareholders') funds plus the funds provided by 
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their policyholders for meeting future claims. The policyholders' funds provide a 
financial leverage for the insurer and enable it to make efficient use of its total asset 
base for its underwriting and investment activities. These activities, of not properly 
performed can result in financial loss. There is a risk inherent on both these activities. 
The following chapter will discuss the risks of operating a short-term insurer. 
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PORTFOLIO RISK 
9.1 INTRODUCTION 
This chapter is focuses on the management of short-term insurers' portfolio risk. This 
risk arises from the underwriting and from the investment activities of such insurers. 
The cash flows arising from the underwriting, reinsurance, payment of losses and 
reserving may be reduced or even lost if the management of short-term insurers is 
conducted in such a way that the risk is too high for the financial resources of the 
msurer. 
All businesses have an inherent element of risk associated with their operation. The 
risk of a short-term insurer lies in the underwriting of risk, on the one hand, and the 
investment of the funds generated by the underwriting activity, on the other. The risk 
of underwriting was discussed in Chapter 3, where it was shown that insurers can 
reduce their underwriting risk by underwriting many insurance contracts, in so doing 
spreading the cumulative risk of all these risks. In effect, the larger underwriting 
portfolios contain a considerable element of diversification of the risk. 
The accumulation of large investment portfolios eliminates systematic risk. 76 Some 
unsystematic risk remains. Underwriting risk may be reduced by assessing the risk 
properly and setting appropriate premiums. Some risk may also be reduced through 
reinsurance, or by expecting the insured to take some risk by using excesses. 
76 Once a portfolio contains more than approximately fifteen shares, there is little systematic risk left 
in the portfolio. 
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9.2 UNDERWRITING AND INVESTMENT 
The main activities that provide sources of income for a short-term insurer are 
underwriting and investment. These activities may be seen as constituting discrete 
portfolios of income. Using the methods developed by Markowitz and extended by 
Sharpe (1963:277) and discussed in the examples set out in this chapter, calculating 
a risk factor for each of these portfolios should be possible. The calculation can then 
be extended to arrive at a portfolio risk for various proportions of contribution from 
each contributor to the portfolio - being underwriting and investment in this study. 
Short-term insurers have considerable sums of money at their disposal. These funds 
come from the capital invested in the enterprise by its owners, retained earnings and 
premiums held in reserve on the behalf of policyholders. Reserves are the result of the 
nature of insurance contracts, since insurers collect premiums in advance for the risks 
they underwrite. The underwriting activities of an insurer therefore have a direct 
influence on the size of the cash flows. 
The premiums collected in advance represent policyholders' funds, held in anticipation 
of future losses. An insurer does not own these funds until the period for which cover 
has been promised, has passed. Only then (if there are no claims to pay) does the 
insurer earn the premium and transfer it to its shareholders' funds. Besides the cash 
flows generated from the underwriting of risks, an insurer also has other cash flows, 
which can stem from several sources (Cummins & Derrig 1988:52), namely: 
1. previous investment income 
2. maturing investments 
3. investment sales 
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An insurer invests these funds until they are required to pay for a loss. With 
premiums, the funds may be invested until the premium is fully earned - that is, until 
the end of the period for which insurance has been provided. Investment is therefore 
a crucial function of short-term insurers (Pfeffer & Klock 1974:385). The extent to 
which the importance of the investment function is recognised can vary from insurer 
to insurer. 
Figure 34 The position of the investment activity in the value cycle 
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Measurement of 
profitability 
~ t 
t ~ 
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planning 
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In the value cycle, investment of capital, retained earnings and policyholders' funds 
n South African short-term insurers are prohibited to fund operations from borrowings. 
246 
Chapter9 Risk and Return 
follow the steps of retaining earnings and attracting new capital. These funds (from 
internal and external sources) should be invested to maximise the benefit that the 
insurer has because of its access to the funds. 
According to Vawter (in Maginn & Tuttle 1983: 110), historically short-term insurers 
have not allowed for investment income in the calculation of their premium rates. The 
investment function is therefore seen as being separate from the insurance activities 
of the enterprise. However, as was shown briefly in Chapter 4, investment returns 
provide financial stability to the operation of such insurers by compensating for 
underwriting losses. Losses on the underwriting activities may be offset by investment 
earnings. Investment income also allows the insurer to grow its financial base by 
increasing the shareholders' wealth, and so increase its capacity for underwriting risk. 
A greater shareholders' wealth (capital base) makes it possible for the insurer to 
expand the volume of business it can write because of the improved solvency ratio it 
brings. Thus, the investment policies of short-term insurers may, to a considerable 
extent, affect the combined risk of the underwriting and the investment portfolios of 
these firms. 
The criteria for evaluating the effectiveness of an investment programme are the rates 
of return, balanced with the risk of the portfolio.78 However, research into the 
investment performance of insures may be problematic. V alsamakis (1983 :254) found 
that the evaluation of the investment performance of insurers is not an easy task owing 
to the difficulty in obtaining information about their investment portfolios. He cited 
the difficulty of obtaining figures on the returns earned and the composition of their 
portfolios as being the cause of this problem. He suggested isolating the investment 
function and comparing it with the performance of mutual funds could make it 
possible to make a comparison of performance. 
78 The quality of an investment portfolio has a bearing on the predictability of the returns. There is 
an element of risk associated with all investments, and lower quality investments will have a 
greater risk of not delivering the anticipated returns. 
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This obstacle was also encountered in this study. Historically, short-term insurers have 
not reported in great detail on their investment performance. The actual composition 
of their portfolios is still not readily available and even the accounting practices of 
valuation of investment and reporting of investment income do not allow detailed 
analysis. For instance, management can choose whether investments are valued at cost 
or at market value in the annual financial statements. Investments are also not 
declared according to their type. Thus investment in equities is often not isolated from 
investment in bonds of cash deposits. 
The discussion in this chapter will therefore concentrate on risk and return from the 
point of view of portfolio theory as developed for investment portfolios, but 
approaching the activities of underwriting and investment as a combined portfolio 
managed by insurers. 
9.3 SOURCES OF INVESTMENT FUNDS 
9.3.1 Nature of assets 
A short-term insurer will not hold only one type of asset. Instead, assets are held in 
a variety of forms. Such a portfolio allows the insurer to diversify the risk associated 
withholding any particular asset as an investment (Jones 1993:254). The assets of an 
insurer are not only reflected in its selected investment portfolio - a certain portion of 
its assets will be held as involuntary assets such as various debtor items (Cummins & 
Derrig 1988:115). For example, an insurer could hold selected investments in the 
following forms: 
1. fixed interest securities 
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2. 
3. 
4. 
equities in non-related companies and in subsidiaries and related companies 
property 
cash 
Besides these selected investments, involuntary assets held may also include: 
1. premium balances due from intermediaries 
2. premium balances due from clients 
3. miscellaneous debtor items 
These involuntary assets represent a risk to the insurer in that realising the amounts 
outstanding may be impossible. If debtors are not able to pay, the insurer will be 
forced to treat these assets as losses. This could then affect the financial performance 
of the insurer. 
An insurer therefore has a range of options about the types of investment it can make 
with the funds it holds. 
9.3.2 Relation between nature of assets and nature of liabilities 
If an insurer were forced to sell an investment at a time when the anticipated return 
cannot be realised, the sale would represent a financial loss to the insurer. Such a 
forced sale would be the result of the nature of the liabilities of the insurer. In the 
normal course of events, an insurer would hold a portfolio of assets in a form that will 
allow it to liquidate these assets as liabilities arise. If liabilities arise which make 
unprecedented demands on the ability of the insurer to meet them, it may be forced to 
sell some assets at the wrong time to make enough money available. The possibility 
of such a forced sale is related to negative cash flows arising from the extent to which 
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assets are matched to liabilities by amount and term and the marketability of the assets. 
Investments in property may be profitable, but are relatively illiquid. Conversely, cash 
is immediately available, but has no return. An insurer must strike a balance between 
the need for a good return on the investment, the need to have sufficient money 
available to meet its obligations, and the risk associated with the investment.. 
The assets and liabilities of an insurer need to be carefully managed. The extent to 
which the assets cover the liabilities and the liquidity of the asset base in relation to the 
nature of the liabilities is a crucial issue for the financial management of short-term 
insurers. The demands of the claims made against policies sold may determine the 
manner in which the insurer invests the premium reserves. For instance, liability 
policies may result in considerable delay between the underwriting of the risk and the 
eventual claim against the policy. In this case, an insurer may invest the premium 
received in longer term vehicles that would leave it relatively illiquid in the short term, 
but which would give a better return over the long term. 
9.4 MEASURING RISK 
To decide what the risk associated with an investment is, it is possible to calculate a 
value for the probability of a variance occurring between the actual return on the 
amount of the investment and its expected return. Since the possible outcomes and the 
probability of those outcomes may depend on a variety of bases, such as economic 
projections, experience and subjective judgments, this may be a difficult task (Hirt and 
Block 1986:547). The expected return must be calculated, and then a measure of the 
extent of dispersion of the actual results around that expected value may be taken. 
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This variance will represent the extent of the risk associated with that investment. 
9.5 MINIMISING RISK BY USING THE PORTFOLIO EFFECT 
If the risk profiles of various investments were perfectly positively related, investment 
managers would have little incentive to choose between them (Ambachtsheer & 
Ambrose, in Maginn & Tuttle 1983:46). One investment would be as good as another. 
However, where potential investments have differing risk profiles, reducing the overall 
risk of the portfolio by constructing the portfolio selectively is possible. This principle 
was first formulated by Markowitz, who developed the idea of an efficient portfolio 
of investments with different risk profiles to minimise the total risk over the whole 
portfolio (Jones 1993 :568). 
According to this idea, an efficient portfolio is one that has the smallest portfolio risk 
for a given level of expected return, or the largest expected return for a given level of 
risk. Insurers, as investors of policyholders' funds should construct their investment 
portfolios using a similar investment policy. The following section aims at 
investigating the basic principles in the construction of an efficient portfolio, because 
this theory forms the basis of a successful investment portfolio. The investment 
strategies of insurers may also be based on these principles. 
Valsamakis (1983:102) observed that investment managers have used the techniques 
of portfolio management conservatively. In particular, this cautious approach appears 
justified in view of the constraints that institutional investors face - especially in the 
insurance industry. Most funds include high proportions of gilt-edged stock. 
V alsamakis also mentions that in the past insurers were compelled to invest part of 
their funds in government securities, but that requirement has fallen away with the 
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percentage of the value of investments. A correlation factor was then calculated 
between the underwriting result and the investment result. 
Having thus calculated the underwriting risk, the investment risk and the correlation 
between these two risks, is was possible to substitute these values in equation (41). 
The weighting of underwriting in each portfolio was initially varied from 10 percent 
to 90 percent for underwriting, leaving the difference of 90 percent to 1 O percent for 
investment income contribution. This wa5 done because the total net income of the 
insurer is made up of the sum of the underwriting net income and the investment net 
mcome: 
Total pro.fit = Underwriting pro.fit + Investment pro.fit 
(44) 
If the proportion of underwriting net income to total net income therefore declines, the 
investment net income proportion increases. If the underwriting net income does not 
make such a contribution, but turns into an underwriting loss, this makes the 
contribution to the total net income negative, and the proportion to be contributed 
from investment income then has to make up the underwriting loss before adding a 
positive result to the total. Having a weighting of investment net income larger than 
one is therefore possible. This will then compensate for the negative weighting of the 
underwriting portfolio because oflosses made on the underwriting account. 
Management's goal should be to minimise the overall portfolio risk. This may be done 
by not only managing the underwriting and investment accounts with regard to the 
minimum risk in each, but also considering each of these components as an integral 
part of an operating portfolio. The factors that will determine what the portfolio risk 
will be are the individual risk for each component, the correlation between the results 
for each and the weighting that each component has in the overall financial result. 
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These variables will differ from insurer to insurer, and will also vary over time. 
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While a portfolio profile presents a line of possible weights and their resultant portfolio 
risks, operating at actual weights that do not necessarily reflect the point of the least 
portfolio risk is possible for an insurer. Such deviations will show how far from the 
ideal the insurer is operating. 
A portfolio profile was calculated for each of the major short-term insurers in South 
Africa, using the method outlined above. A portfolio risk line could be found for 
several years, and these provided a useful means of finding a trend in the overall risk 
for that particular insurer. The results were then graphed. 
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9.6.1 The portfolio risk profile for Mutual & Federal Insurance Co. Ltd 
Table 24 Calculation of underwriting return and of investment return for Mutual & Federal Insurance 
Co Ltd for the period 1975 to 1994 . 
.. :::::·::. >- ·-. ;. :>: :·=. : : .:::::.:::::::::::<:::::::::>>>>>>>:<<<: :::::::j~(1,'7f :v~~~'>/R~~~~~~:::u-:. :.:.<::<<><><>>:::::::-> <:::::::::::::::_-:-:-: .-.-:- ·_. 
: ::.:..<>::-:::L·: . .t:):::::::: :;::::::::::ccu::c:::::u::::c:<::>:::::::·;-:-:-:: <<<::::::. · .: ·::::<<><<>>: · · · ·:··:··><<>U:.·- .:::uuu:::::y:::::::::::::::::<:·: 
......... e. ~~ WW Profit UIW Return ·• Inv F'J~~~ lrlvlnco!M 1~~~~fu > 
1975 R34,510 (R2,527) -7.32% R25,205 R1,972 7.82% 
1976 R33,369 (R54) -0.16% R22,538 R1,923 8.53% 
1977 R34,562 R928 2.69% R25,011 R1,851 7.40% 
1978 R34,855 R1,487 4.27% R22,750 R2,416 10.62% 
191'9 R34,201 R3,180 9.30% R25,305 R3,093 12.22% 
1980 R34,878 R408 1.17% R39,233 R3,701 9.43% 
1981 R37,938 (R698) -1.84% R54,724 R5,111 9.34% 
A~~~ R44,480 (R930) -2.09% R47,530 R5,541 11.66% 
)~~ R57,797 R1,220 2.11% R41,487 R6,853 16.52% 
1984 R67,747 R759 1.12% R75,418 R7,215 9.57% 
1'986 R78,481 (R6,783) -8.64% R73,345 R7,645 10.42% 
.1986 R60,906 (R2,233) -3.67% R69,804 R7,508 10.76% 
n•1 R86,191 R2,924 3.39% R81,347 R8,423 10.35% 
~9188c R107,806 R8,652 8.03% R136,426 R11,115 8.15% 
., .. R110,310 R8,975 8.14% R132,215 R15,132 11.44% 
J~~~ R107,783 R1,684 1.56% R180,272 R15,954 8.85% 
)9$1 R122,845 R2,395 1.95% R246,107 R14,911 6.06% 
1992 R120,977 R5,813 4.81·% R259,916 R16,090 6.19% 
1993 R122,691 R6,703 5.46% R260,563 R14,820 5.69% 
1994 R123,515 R778 0.63% R314,884 R12,815 4.07% 
Std Dev 0.04596 Std Dev 0.02698 
Averaae 1.54% Averaae 9.25% 
As outlined above, the historical data for the underwriting return and the investment 
return for Mutual & Federal Insurance Co. Ltd were collected, and these actual data 
were then adjusted for inflation, arriving at the real data presented in Table 24. This 
table shows the standard deviation and the arithmetic average for each of the 
underwriting and the investment returns components for this insurer. 
The data calculated in this way were then used to calculate a portfolio risk. To this 
end, a weighting had to be allocated to both the underwriting portfolio and the 
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investment portfolio so that these portfolios complemented each other to unity. 82 The 
investment proportion started as nil, with the assumption that the underwriting 
portfolio made the only contribution to the net income. The investment proportion 
was then increased incrementally, each time reducing the underwriting portfolio's 
contribution. Since it is possible for the underwriting portfolio to operate at a loss, the 
negative contribution that a loss in the underwriting portfolio implies was compensated 
for by increasing the contribution of the investment portfolio to more than unity. 
Starting from the year 1989, the standard deviation of the results for the preceding 
years was calculated and substituted for oin equation (41). A portfolio risk was then 
arrived at for each of the possible weights for underwriting and investment for each 
year. The results of the these calculations are shown in Table 25, where the relevant 
weightings are shown in the columns on the extreme left-hand and right-hand sides of 
the table. 
Note that the standard deviation as at the end of 1994 was shown in Table 24 as 0,046 
for the underwriting portfolio and 0,027 for the investment portfolio. The optimum 
point of risk for portfolio combining these components for the same year may be read 
from Table 25 as 0,024, which is lower than either of these components' individual 
risks. 
82 This means that, as the proportion of the investment component was increased, the proportion of 
the underwriting portfolio was likewise reduced. 
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Table25 Portfolio risk calculated at various weights for the underwriting and investment portfolios of 
Mutual & Federal Insurance Company Ltd for the years 1989 to 1994. 
···1994·· 1.993 .. ·. 1992) / 1991 . 199Cf 
0.046 0.047 0.047 0.048 0.050 
0.041 0.042 0.043 0.044 0.045 
0.037 0.038 0.039 0.039 0.041 0.042 
0.033 0.034 0.034 0.035 0.037 0.038 
0.030 0.030 0.031 0.032 0.033 0.034 
0.027 0.026 0.027 0.028 0.029 
0.025 0.024 0.025 0.025 0.026 0.026 
0.023 0.022 0.023 0.023 0.023 0.024 
0.024 0.022 0.022 0.022 0.021 0.022 
0.025 0.023 0.022 0.022 0.021 0.021 
0.027 0.025 0.024 0.023 0.021 0.022 
0.030 0.028 0.026 0.025 0.023 0.023 
0.034 0.031 0.029 0.028 0.025 
0.038 0.035 0.033 0.031 0.029 
0.042 0.040 0.037 0.035 0.032 
0.046 0.044 0.041 0.039 0.036 
0.051 0.049 0.046 0.043 0.040 0.041 
0.056 0.054 0.050 0.047 0.045 
0.061 0.059 0.055 0.052 0.049 0.051 
0.066 0.064 0.060 0.056 0.054 
The result of the portfolio risk calculation for each of the years 1989 to 1994 for 
Mutual & Federal Insurance Company Ltd (M&F) appears in Figure 35. 83 It is evident 
from this graph that the optimal weighting for M&F has shifted over the past five years 
from an almost total dependence on the outturn of the investment portfolio to a 
position where approximately 75 percent of the net income is contributed by the 
investment activity, and 25 percent is gained from underwriting. This shift has. 
however, resulted in an increased portfolio risk compared to previous years. 
The movement of the optimum profile has not only shifted up to reflect a higher risk, 
but also to the left, showing more consistent underwriting results. The underwriting 
83 The ratios were calculated from data obtained from Mutual & Federal Insurance Co Ltd financial 
statements for the period 197 5 to 1994. The data and results of the calculation appear in the 
appendix. 
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portfolio therefore is becoming more important for M&F. 
Figure 35 
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The increase in the portfolio risk may be the result of the South African insurance 
environment, and possibly reflects the increased risks in this market. To test this, a 
similar set of portfolio risks must be calculated for other insurers in the South African 
short-term insurance industry. 
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9.6.2 The portfolio risk profile for SA Eagle Insurance Co. Ltd. 
The position changes when the same calculations are made for SA Eagle Insurance Co 
Ltd (SA Eagle). The result of the calculations for this company appears in Figure 2. 84 
Here, the portfolio risk has also increased over the last six years, but the ideal 
weighting has shifted to the right. This is in contrast to the result seen for M&F above. 
In particular, it may be seen that there has been a pronounced increase in the portfolio 
risk, although the ideal weighting for this company has remained at between 60 
percent and 75 percent for the investment portfolio. One possible cause for this 
pattern could be inconsistency in the results for both the underwriting and the 
investment portfolios over the years under review. The overall risk has therefore 
increased, while the weights remained the same. A further observation is that the 
portfolio risk (at .02) for SA Eagle is still lower than that of M&F. 
The researcher could again conclude that the risk associated with underwriting and 
investment in the South African environment has contributed to the increase in the 
portfolio risk for SA Eagle. This is similar to the result found for M&F, but SA Eagle 
has experienced a more pronounced increase in its portfolio risk over the immediate 
past years. The minimum risk point for SA Eagle was also much lower than that for 
M&Fin 1989. 
84 The ratios were calculated from data obtained from SA. Eagle Insurance Co Ltd financial 
statements for the period 197 5 to 1993. The data and results of the calculation appear in 
Appendix 3 - 2. 
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Figure 36 Combined portfolio risk for SA Eagle with varying weights for the investment and 
underwriting portfolios. 
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9.6.3 The portfolio risk profile for Aegis Insurance Co Ltd 
The portfolio risk profile for Aegis Insurance Co Ltd (Aegis) shown in Figure 3785 
paints a different picture. Here, the minimum risk point plus the relative weighting has 
remained essentially the same over the past years. This suggests a consistent 
performance, and Aegis appears to be able to adjust its underwriting and investment 
85 The ratios were calculated from data obtained from Aegis Insurance Co Ltd financial statements 
for the period 1983 to 1993 The data and results of the calculation appear in the appendix. 
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Figure 37 Combined portfolio risk for Aegis with varying weights for the investment and underwriting 
portfolios. 
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performance according to its environment. 
9.6.4 The portfolio risk profile for Commercial Union Insurance Co Ltd 
Figure 3886 shows the portfolio risk profile for Commercial Union Insurance Co Ltd 
(CU). The overall portfolio risk for CU is much more risky, although its relative 
weighting between underwriting and investment shows an almost equal distribution 
between these two components. The overall risk has also decreased marginally over 
the past years. CU appeared to be experiencing some inconsistencies in its investment 
portfolio, and since it has a smaller contribution from the investment account to 
86 The ratios were calculated from data obtained from Commercial Union Insurance Co Ltd financial 
statements for the period 197 5 to 1993. The data and results of the calculation appear in the 
appendix. 
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Figure 38 Combined portfolio risk for Commercial Union with varying weights for the investment and 
underwriting portfolios. 
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underpin its underwriting account, both of these portfolios appear to have more risk 
than their competitors (discussed above). 
9.6.5 The portfolio risk profile for American International Group, Inc. 
However, the portfolio risk profile for American International Group Inc is shown in 
Figure 39.87 lbis company is one of the largest short-term insurance groups in the 
world, and its results are included in this study by way of contrast. Unfortunately, 
financial results for only the past five years were available for calculating its portfolio 
87 The ratios were calculated from data obtained from American International Group Inc. financial 
statements for the period 1983 to 1993. The data and results of the calculation appear in the 
appendix. 
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risk profile - hence only the last two years could be used in the profile. AIG apparently 
has a remarkably low overall portfolio risk - much lower than any of the South African 
insurers discussed so far. This may show that this insurer operates in a less risky 
environment, or that it has developed the capabilities to underwrite its risks in such a 
way that minimises the associated risks. 
The portfolio risk profile shows a strong optimal weighting for the investment 
portfolio. 
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9.7 LINKING INVESTMENT INCOME TO UNDERWRITING NET 
INCOME 
As shown in Chapter 4, historically, short-term insurers have not included their 
investment income in the calculation of their premiums. The existence of the 
underwriting cycle also shows that the pricing mechanisms used by the short-term 
insurance industry in calculating their premiums are inadequate, resulting in periodic 
underwriting losses. However, the income generated from the investments of the 
insurer does subsidise these losses and so provides stability for the overall financial 
results of the insurer. 
If the income from the investment programme is retained in the insurer's books in 
some form of reserve, investment income may also increase the asset base of an 
insurer. These reserves therefore enable the insurer to increase its capacity for 
underwriting more risk. 
There is considerable statutory latitude as to the form of investments that a short-term 
insurer may hold in South Africa. Before 1991, short-term insurers were required to 
invest minimum amounts in specified types of investments. These investments were 
secure investments with a relatively low return as well. This situation was amended 
by the Registrar through the promulgation of his Regulation S36, and this regulation 
defined maximum amounts (in relation to 1he liabilities of an insurer) that may be held 
in certain types of investment. 
It is obvious from the above that underwriting net income and investment income are 
related. The income from investments provides a base for underwriting activities, 
having subsidised South African underwriting losses in several years over the period 
reviewed in this study. As a whole, the South African short-term ins insurance 
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industry has not recorded an operating loss over this period, because of the 
performance of its investment portfolios. 
The portfolio approach to risk diversification also suggests that prudent insurers 
should approach their financial planning balancing their underwriting activities and 
their investment activities, approaching these activities as components of an integrated 
portfolio. It has been shown above that finding an optimum level for the combined 
risk of these components is possible. The insurer then has to set the strategies in place 
that will balance the incomes from the underwriting activities with those of the 
investment activities. 
The risk for the investment activities is probably easier to calculate on past data and 
to project into the future - the portfolio analyses done above suggest that the 
investment environment could be less volatile than the underwriting environment. The 
amount of money available for investment is also usually relatively constant, because 
the capital invested in the insurer, together with the reserves and the accumulated net 
income, remains stable over time. With the investment risk known, and the amount 
available for investment stable, it should be possible for an insurer to budget 
reasonably accurately for investment net income. 
A historic portfolio risk profile can then be prepared using the risk of the investment 
portfolio and the risk of the underwriting portfolio, based on results to date. The point 
of minimum portfolio risk will be evident from the risk profile, and the insurer may 
then decide on the risk required from its underwriting activities. It can then prepare 
the underwriting policy to deliver the results to this optimum. The underwriting risk 
is therefore decided by the investment risk. 
Thus, instead of the underwriting activities then driving the cash flow available for 
investment, the investment activity determines the net income levels required from 
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underwriting by bolstering or drawing from the surplus assets held by the insurer. This 
approach supplements the solvency approach, where the available shareholders' funds 
decide how much risk (or capacity) an insurer may underwrite. The focus on capacity 
only places a limit on the amount of premiums that may be written, while the portfolio 
risk approach focuses on the risk associated with the underwriting activities. For 
instance, an insurer may remain solvent by writing a premium well within its solvency, 
while accepting risks that are higher. This will result in a less beneficial risk profile. 
The underwriting activity of an insurer is thus divorced from its investment 
performance at the risk of operating at a point of portfolio risk that is higher than the 
optimum level. The underwriting activity must use the tools of risk selection, pricing 
of the risk, reinsurance and claims settlement to achieve results that are supported by 
and flow from the income available from the investment activities. Such an integrated 
approach will enable it to reduce the riskiness of operating a South African short-term 
insurer as much as possible. 
···.··;:,,1:111mm> 
Investment performance is therefore a critical part of the short-term insurer's activities. 
In view of its use for augmenting underwriting income and bolstering the reserves of 
the insurer, the investment function assumes a primary role in the overall activities of 
the insurer. To formulate an effective investment strategy, the management of the 
short-term insurer should follow a formal planning approach. 
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9.7.1 Investment Planning process 
The investment planning process follows the pattern of setting objectives, determining 
the policy and then monitoring progress in attaining the objectives. 
9. 7.1.1 Setting investment objectives 
The goals of the investment programme should be determined before choosing 
appropriate investment vehicles (Vawter, in Maginn & Tuttle 1983:63). These goals 
will generally be defined by an investor according to return requirements and risk 
tolerance of that particular investor. Short-term insurers are institutional investors, and 
their management will be responsible for making the decisions that will lead to the 
formulation of the investment policy for the enterprise. 
The responsibility for the formulation of investment policy and the implementation of 
such a policy may be delegated to a committee of experts drawn from the senior 
management of the insurer and other persons with financial or investment experience. 
The bankers and auditors for the insurer may have this experience available. 
9. 7.1.2 An investment policy statement for shorl-term insurers 
The following is an example of an investment policy statement for a South African 
short-term insurer: 
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Investment Policy Statement88 
The investment objectives and policies reflect the short term nature of insurance 
reserves but also recognise the flexibility the company has with regard to pricing 
its insurance policy contracts. Operating, tax and statutory considerations shape 
the policies and priorities outlined below: 
Objectives 
1. To obtain a return in excess of inflation and Bankers Acceptance 
rates on invested assets (representing policy reserves) through a 
diversified portfolio of high quality income-producing assets. 
Policy 
Liquidity is a limiting factor in achieving a favourable return on invested 
assets. Sufficient cash fimds must be maintained to meet financial and 
cash flow obligations, and fimds not immediately needed to offset 
withdrawals must be invested in short term securities as operating 
conditions require. In addition, the maturity schedule of longer term 
investments should be constructed as a source of liquidity and flexibility 
to meet changing market, tax and operating considerations. 
Based on Vawter, in Maginn & Tuttle (1983:115). 
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To obtain a favourable return (capital and income combined) on 
invested assets (representing capital and retained income) so as to 
augment the net incomes generated from operations. 
Policy 
Capital growth should be sought primarily through equity investment in 
common shares and fixed property. Market valuation volatility is a 
limiting factor that influences the proportion of assets invested in shares 
and more liquid assets. 
3. To satisfy the requirements of the regulating authorities in relation 
to the types of investment and the amounts maintained in such 
assets. 
Process 
Policy 
The portfolio must be maintained so that it is constructed in accordance 
with the minimum statutory requirements. 
1. Responsibility for investment policy and the execution thereof vests in 
the investment committee as appointed from time to time by the Board 
of Directors. 
2. The investment committee may appoint fund managers to perform the 
investment function on an ongoing basis. The fund managers will 
inform the committee regularly on all matters concerning the 
performance of the portfolio. 
3. Investment income will be accounted for monthly with a view to the 
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construction of such financial reports as are required by management, 
the regulatory authorities and the shareholders. 
The purpose of such a policy statement is to give direction to the body (the investment 
committee, in the case above) that will control the investment policy of the insurer. 
Each insurer may have its own variation on this statement to allow for the 
circumstances under which it has to operate. 
9.7.2 Risk tolerance of short-term insurers 
A short-term insurer has to balance its requirements for liquidity according to the 
ongoing demands made on it for the payment of claims against the need for a high 
income generated by the ftmds held. The cash flow requirements of such insurers may 
be erratic because of the unpredictable nature of the losses insured. The risk tolerance 
of these insurers is therefore low. 
South African short-term insurers typically hold portfolios comprising reasonably 
liquid investments such as short term bank deposits and bonds, together with 
investments in high quality shares. Their time horizon for the investments aimed at 
liquidity is relatively short, while the share portfolios are intended to provide a longer 
term growth of reserves. The balance between these two alternatives is usually 
dictated by the liquidity requirements. 
Under the CAPM model, short-term insurers will tend to position themselves on the 
left of the return on the market portfolio and will be more conservative in their 
investment policies. 
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9.8 SUMMARY 
This chapter provided an overview of the portfolio risk inherent in the underwriting 
and in the investment activity in the operation of a short-term insurer. The interaction 
between the investment activity and the underwriting activity was explored, and the 
portfolio approach towards reducing the risk for these activities was applied to the 
insurer's financial results. It was found that there is a relationship between the 
underwriting results and the investment returns posted by South African short-term 
insurers. Insurers should operate these two activities as a combined portfolio with the 
objective of minimising the risk for the portfolio as a whole. It was shown in Chapter 
3 that the underwriting activity of insurers has no systematic risk over time. The 
insurers reviewed in this chapter show that an element of risk remains in their 
underwriting activities. 
The following chapter will discuss the valuation of short-term insurers by their 
stakeholders. 
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10.1 INTRODUCTION 
The extent to which a firm can add to the wealth of its owners will determine its 
financial success. This value-added approach has been the basis of all the preceding 
Figure40 The position of the increase in the value of the firm's equity in the value cycle. 
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chapters of this study. The value cycle has served as an indicator of the processes that 
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an insurer needs to follow to add value for shareholders and to progress up the value 
spiral. While the relative performance of the insurers in the market was discussed in 
relation to several measures of financial success in Chapter 8, these measures were not 
placed in relation to the market value of the insurers concerned. The attraction that 
excellent financial performance would have for prospective investors should therefore 
be investigated. 
This chapter is therefore devoted to the discussion of the factors that influence how 
much value the short-term insurance business adds for its investors and how short-
term insurers could be valued on an open market. Because most of the insurers that 
participated in the study are not listed on the JSE, the chapter is limited to analysis of 
those short-term insurers listed. These listed insurers' shares trade at a value that 
represents the market price, while such values are not available for insurers that do not 
trade their shares on the open market. 
The purpose of the analysis is to evaluate the extent to which improvement in the value 
of the insurer's shares may lead to improved access for the insurer to additional 
capital. This makes the valuation process of the shares of short-term insurers 
particularly pertinent. Successful financial results lead to the ability of paying 
dividends to the shareholders, increasing the value of the shares with the addition of 
the value of the dividend to the wealth of the shareholders. This, in turn, makes 
investment in that insurer an attractive proposition and increases the demand for shares 
in the insurer. Financial success thus leads to the insurer being able to obtain this 
financing and enhanced growth opportunities, while failure would lead to restricted 
access to financing and limited growth opportunities. The correct valuation of the 
insurer by its shareholders (or its potential shareholders) is essential in the process. 
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10.2 FACTORSINFLUENCINGFINANCIALSUCCESSFORSHORT-
TERM INSURERS 
Several factors have been identified from the literature reviewed in the preceding 
chapters of this study. These factors are the cash flows that result from the operation 
of the insurer, such as the underwriting, payment of claims and reinsurance. 
10.2.1 The cash flows 
Previous chapters dealt in detail with the processes employed by short-term insurers 
to generate cash flows. These were the underwriting activities, reinsurance, payment 
oflosses and reserving for outstanding losses, and the payment of the expenses for the 
administration of these processes. The efficiency of an insurer in doing these activities 
is fundamental to both the size and the direction of these cash flows. 
If the underwriting process is not done in such a way that the insurer is left with a net 
income in the end, the cash flow will be negative and will reduce the value invested 
in the insurer by its stakeholders. Careless pricing of risks underwritten, or an 
exceptionally large liability for payment oflosses, may expose an insurer to the risk of 
financial loss to the point that its own resources would be insufficient to make up any 
shortfall. Reinsurance may reduce this risk, but that avenue of relief for exposure to 
the risk underwritten has its own limitations. If the risk is too high, reinsurers may 
restrict their limits of acceptance, or charge a reinsurance premium that will be 
uneconomical for the insurer. 
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10.2.2 The asset base 
The insurer's asset base is therefore ultimately at risk ifthe business is not conducted 
in a way that adds value to the shareholders' stake. The extent of the insurer's 
financial resources provides the base for the risk that it may underwrite. The solvency 
margin of an insurer is therefore an indicator of its capacity for risk. Insurers with a 
high solvency margin can accept more risk and absorb more losses than insurers with 
lesser resources. However, as shown in Chapter 4, the solvency margin relates to the 
premium written against the asset base. It therefore does not incorporate a measure of 
the risk exposure, being based of the assumption that the insurer will not pay out more 
that a fixed proportion of the premiums written in losses. 
277 
Chapter 10 Valuation of short-term insurers 
10.2.3 The insurer's financial leverage 
The ability of short-term insurers to reserve large sums as policyholders' funds enables 
them to leverage their value invested and to increase their asset base over that of their 
own investment These policyholders' funds are also provided at no cost to the insurer 
by the policyholders and this makes the effect of this financial lever stronger compared 
to what it would have been if it had been borrowed with associated interest charges. 
A short-term insurer could theoretically only have policyholders' funds in its asset 
base, but then it would have no security available if losses exceeded the premiums 
written and reserved. Conversely, if an insurer were to keep no policyholders' funds 
in reserve, it would have to depend almost entirely on its own resources, 89 and it would 
have no leverage to increase the potential return. The possibility of the losses 
exceeding the asset base is amplified less if the financial lever is weak, but the 
possibility oflarger returns on the capital invested is correspondingly reduced. 
89 Premiums written and earned (because of no reserves being made) could add to the asset base for 
as long as they exceed the costs of operation. 
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10.2.4 The insurer's portfolio risk 
The risk that an insurer is exposed to is therefore also an important factor for its 
financial success. Insurers reduce the risk they are exposed to by their underwriting 
activities through the pooling of risk. This incorporates an inherent diversification of 
individual risk and makes it possible for an insurer to expose itself to a collective risk 
that will exceed its financial resources many times over. The business of short-term 
insurance, although based on combined risk, is therefore less risky in aggregate than 
for individual risks. The risk for investors lies in the variability of the financial results 
arising from the underwriting activities of the insurer. Over the years reviewed in this 
study these results have been extremely unstable. Large underwriting losses have 
occurred regularly and the underwriting cycle of profitable periods alternating with 
periods ofloss seems to be inevitable. 
The results from their investment activities have been better than the results from their 
underwriting activities. In Chapter 9 the contribution of the investment income to the 
total financial results of short-term insurers was illustrated. However, the investment 
income stream has a risk of its own. A risk factor may be calculated for the 
underwriting portfolio and the investment portfolio combined. This combined risk 
factor will be lower than the risk factors for either of these portfolios when seen in 
isolation. 
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10.Z.5 Interaction between these factors 
The financial performance of a short-term insurer is therefore a result of the interaction 
between the factors of its cash flows, its asset base, its financial leverage, and the 
portfolio risk that results from the manner in which it performs the underwriting and 
investment functions. The value that the operation can add to the wealth of its 
shareholders will be directly dependent on the effective management of these factors. 
The results of the operation of a short-term insurer are reported in the financial 
statements. The ratios used were discussed in Chapter 8, and the relative financial 
success of the insurers that participated in this study are set out in that chapter. 
However, the analyses are focused on the insurers' performance as measured against 
its financial base and they are not related to the valuation placed on the insurer by its 
shareholders. The share price of a company is the measure of that valuation, and the 
following section will investigate several aspects of the valuation of a short-term 
insurer from a shareholder's perspective. 
10.3 OWNERSIDP OF SHORT-TERM INSURERS LISTED ON THE 
JSE 
Six insurers in the South African short-term insurance market are listed on the 
Johannesburg Stock Exchange.90 The shares of the other short-term insurers active in 
the market insurers are not traded on the Exchange, but are owned by holding 
90 The other companies listed in the insurance sector are life assurers. 
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companies that may be financial institutions (such as banks) or overseas insurers. It 
is therefore not possible to analyse the value added through share values for the 
insurers not listed. The analysis in this chapter was therefore limited to the listed 
insurers, but the principles could be applied to insurers with a share price available, 
or where a share price needs to be calculated. Where an insurer's shares are not 
openly traded on a stock exchange, the principle of value added for shareholder 
remains paramount, but the owners would then have to set the value of their shares 
privately as they would not have the open-market pricing mechanism available to 
them. 
Although their shares are traded on the JSE, the majority shareholdings for the listed 
insurers are concentrated in a few individual shareholders' hands. All have some of 
their shares owned by the public, but these proportions are relatively small. This 
makes the analysis of the share price and earnings performance of these insurers 
subject to some caution. The power concentrated in the hands of few shareholders 
could lead to movement in the value of those shares and may even influence the 
decisions about the amount of earnings to be retained and the dividends declared. 
The graphs in this section show the extent to which the shareholdings of the insurers 
listed on the JSE are concentrated in a few institutions. The extent to which "other 
shareholders" own shares is significant, because the relatively low percentage of such 
shareholdings must affect assumptions of free trade in the share. The discussions in 
the rest of this chapter must therefore be read in conjunction with the spread of shares 
for each insurer in mind. 
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Figure41 The proportion of shares in Commercial Union Insurance Co Ltd held by various institutions. 
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Figure42 The proportion of shares in Mutual & Federal Insurance Co Ltd held by various institutions. 
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Figure43 The proportion of shares in Guardian National Insurance Co Ltd held by various institutions. 
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Figure44 The proportion of shares in Protea Assurance Ltd held by various institutions. 
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Figure 45 The proportion of shares in Santam Insurance Co Ltd held by various institutions. 
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Figurc46 The proportion of shares in SA Eagle Insurance Co Ltd held by various institutions. 
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their equity is concerned. 
Where insurers' shares are not traded publicly, the valuation process of a particular 
insurer's equity is different from that available when the values of the shares are the 
result of the demand of the open market. When the insurer is closely held, the 
management of the insurer must rely on the financial statements for the basis of the 
valuation, while openly traded insurers may use the methods available to general 
investors to arrive at a value of the insurer's equity for the investor. 
10.4.1 Balance sheet valuation 
Without adequate information about the market value of an insurer's shares, analysts 
must turn to the financial statements for indicators of the extent of wealth that the 
assets of the insurer represent for the shareholders, and the possibility of added wealth 
resulting from the future operation of the insurer. For unlisted insurers, no other 
source of information is available. Listed insurers may still be analysed based on their 
:financial statements, but the analyst would also have the performance of the share on 
the JSE available for complementary information for the valuation process. 
10.4.1.1 Book value 
In other types of enterprises, the historical cost of the firm is considered less the 
depreciation of its assets. The book value is therefore the net value of its assets 
(Rademeyer & Begeman, in Lambrechts 1990:264). It was shown in Chapters 3 and 
4 that short-term insurers hold assets in two forms - shareholders' funds and 
policyholders' funds. The policyholders' funds are available to the insurer for the 
generation of investment income and thus take the form of capital provided at no cost 
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to the insurer. The sum of the policyholders' fim.ds and the shareholders' funds would 
be the total asset base of the insurer. 
With the number of shares known, the net asset value of insurers would be calculated 
by dividing the asset value by the number of shares. Growth of this net asset value per 
share would then show the value added for the shareholders. One of the weaknesses 
of this approach is that it does not recognise that policyholders' funds could not be 
paid to shareholders in case of liquidation of the insurer. The extent of leverage 
provided by the policyholders' funds is therefore a crucial component in the 
calculation of the net asset value per share and should be incorporated into the 
calculation by elimination of the policyholders' funds. 
Traditional measures of financial success such as the ROE and ROA measurements 
cannot be directly applied to the financial results of short-term insurers because of the 
comparatively large proportion that the policyholders' funds may comprise of the total 
asset base of an insurer. The extent of the shareholders' funds should therefore be the 
only basis of evaluation of the success or failure of a short-term insurer. 91 The ROSF 
approach allows the financial performance of such insurers to be compared from the 
viewpoint of the owners of the enterprise. The value of the shareholders' funds has 
a direct influence on the validity of such an evaluation. 
Because the insurers not listed on the JSE do not publish a value for their shares, 
further calculation of the value of such shares would be hypothetical and beyond the 
scope of this study. Detailed analysis of the share values of the listed short-term 
insurers will, however, be made. 
91 This concept was developed in Chapter 8 of this study. 
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10.4.1.2 Income streams 
Dividends paid to shareholders would represent value taken (drawn) from the insurer 
while the retained funds could grow from year to year. The growth of the retained 
shareholders' funds from year to year could therefore represent a basis for the 
evaluation of the financial performance of the insurer. The dividend policy of the 
insurer would vary from case to case while the retained shareholders' funds would 
represent the actual value of the company for its owners. 
10.4.2 Market valuation 
Market valuation uses the performance of the firm's shares on the Stock Exchange to 
evaluate the value of those shares as a vehicle for investment in the firm. This 
approach uses the financial analyses discussed above, but also includes other factors 
related to the economic environment and the speculative value of the insurer's shares. 
The pricing of shares is a complex issue incorporating several variables such as the 
intrinsic value of the shares, the earnings yield of the share and the general sentiment 
of the buyer towards the share. 
10.4.2.l Intrinsic value compared with market price 
When the NAV of short-term insurers is compared with their market prices, the share 
prices evidently place the insurers listed on the JSE in roughly the same order that they 
were placed when sorting all the insurers in the South African short-term insurance 
industry according to their ROSF. The values for this calculation appear in Table 26. 
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Table 26 Premium (discount) for the share prices for short-term insurers listed on the JSE compared to 
their Net Asset Value 
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Source: Basson 1996:51 
Price-Earnings Ratios 
R25.92 
R93.50 
R88.00 
R84.00 
Rn.19 
R39.75 59.00% 
R35.25 36.00% 
R112.20 20.00% 
R97.80 11.14% 
R65.52 -22.00% 
R53.00 -31.34% 
A basic assumption of the valuation of a share is that ownership of the share will 
entitle the shareholder to a perpetual flow of dividends (Bodie et al 1996:523-5).92 
The price-earnings ratio projects the immediate past dividend flow into the future and 
relates it to the price of the share. The ratio therefore provides a useful method for 
comparing the financial performance and the value of a share without the complication 
of differences in size between insurers and of calculating the systematic risk of that 
particular insurer. Lower price-earnings ratio shares represent good investment 
opportunities because the "cost" of the future earnings (the share price) is cheaper than 
that for higher price-earnings ratio shares (Bodie et al 1996:536). 
The price-earnings ratio is calculated as follows: 
92 
P . . . Price per share nee-earnings ratio = ---=------
Earnings per share 
(45) 
This assumes that no growth in the scope of activities or profit possibilities will take place over the 
period of ownership of the share. 
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This ratio summarises the outlook for the future of the insurer, including the amount, 
timing and risk of its earnings and dividends (Fraser et al 1995:113). 
Table27 Price-earnings ratios for the short-term insurers listed on the JSE for the years 1986 to 199 5. 
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15.44 9.78 
13.72 9.02 
6.67 5.50 
5.40 5.85 
5.48 7.10 
6.12 8.98 
7.51 11.62 
10.07 13.11 
10.33 16.52 
10.93 21.53 
. · Pr~ijl'.8 ................ S.ntiUJ) ... SA~gl~> 
26.97 7.94 4.82 
9.91 11.20 6.31 
6.00 1.n 3.73 
6.91 6.12 3.68 
12.47 5.86 3.47 
-0.50 10.19 4.92 
0.07 11.72 7.20 
16.11 11.78 7.97 
25.93 10.64 8.10 
-40.60 11.60 11.67 
The price-earnings ratios for the six listed insurers appear in Table 27. Two things are 
immediately evident from these ratios - there is clearly some variation between the 
insurers concerned, and the ratios have worsened for all these insurers over recent 
years. This could be the result of the sharp rise in their share prices over that period. 
It is possible that the market had historically undervalued these shares, as shown by the 
relatively low ratios in the period 1987 to 1990. Santam and SA Eagle might be the 
most attractive propositions for long term earnings, while Mutual & Federal's price-
eamings ratio is almost twice that of aforementioned two insurers. Protea's variable 
fortunes are also reflected in a high variability in their price-earnings ratio. 
If the price-earnings ratio is used for the valuation of insurers, some insurers could be 
mistakenly judged to be more successful than others. The ratio unfortunately does not 
reflect the underlying financial structure of the insurers concerned. According to the 
ROSF approach, for instance, Santam is more successful than SA Eagle. However, 
the price-earnings ratios for these insurers contradict this conclusion The reason for 
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this contradiction could lie in the time horizon of the shareholders. Short term 
investors would prefer Santam's higher earnings potential whereas longer term 
investors could be attracted to the higher intrinsic value perceived in SA Eagle shares. 
These investor perceptions and intentions are difficult to measure. 
10.5 SYSTEMATICRISKFORSHORT-TERMINSURANCESHARES 
It was shown at several instances in the preceding chapters that short-term insurers 
manage two distinct portfolios - underwriting and investment. These two activities are 
the main sources of their income. Each of these activities has a risk element coupled 
to its potential return for the insurer. It was shown in Chapter 9 that these portfolios 
could be balanced to reduce their combined risks through the diversification of their 
risks. In that chapter, the capital assets pricing model (CAPM) was used to illustrate 
the relationship between risk and return and in particular the use of the beta coefficient 
as a measure of systematic risk. 
Prospective investors in insurance companies could use the CAPM approach to 
establish a theoretical value for the risk and the related return of their investment in 
that insurer. This approach provides a useful basis for the appraisement of a short-
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term insurer's share price in relation to the insurer's underlying financial structure. 
For instance, if the value of a short-term insurer is contained in its shareholders' funds, 
one could expect the market for its securities to reflect this fact. 
The systematic risk is measured as the regression of the return (risk) of a particular 
share in relation to the return available on the market. This function allows a 
comparison of the performance of several shares to each other and to a standard 
measure. In Chapter 9 the beta was defined as: 
(46) 
Pi is therefore a measure of the return on the security I in comparison to the market 
risk rm· This market risk is not easily obtainable because of the very high number of 
shares that will be aggregated to a market figure. It is therefore useful to employ a 
substitute value that will closely approximate the market risk. Several indices are 
available as surrogates for rm when one is evaluating share performance for all the 
shares of companies listed on the JSE . The overall index in particular provides a 
summarised view of the performance of all shares, while specialised indices such as 
those for the insurance sector and the industrial sector could also be used. 
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Table28 Beta values calculated for 1he last ten years for 1he short-term insurers listed on the JSE against 
various indices on the JSE. 
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The betas for each of the listed insurers were calculated against several of these major 
indices on the JSE and are presented in Table 28. These betas show the extent to 
which the share prices of each of the listed insurers vary against the indices shown in 
the table. Some of these betas show that the shares for short-term insurers do not 
closely follow the rest of the market - their values are not sufficiently close to one. 
Some of these shares may even provide good hedging opportunities because they do 
not directly follow the general market. Another explanation of these betas may be that, 
in view of the relatively low proportion of shares traded, these insurers' shareholders 
may not be viewing their holding as a competitive investment. 
The CAPM approach can be also be used to establish the extent to which insurers' 
results vary in comparison to the market standards. In the following sections, this 
approach is used to arrive at an intrinsic portfolio beta for the underwriting and 
investment portfolios of each insurer. 93 This beta serves as a means of comparison 
between the performance in underwriting and investment and the market returns 
93 It should be noted that this procedure is different from the exercise in Chapter 9 where the 
combined portfolio risk was calculated for several insurers. That section was intended to show 
that an insurer could arrive at a optimal point where its combined portfolio risk would be 
minimised, depending on the weight allocated to underwriting in relation to the investment 
portfolio contribution. 
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achieved in each of these activities. 
10.5.1 Calculating an intrinsic underwriting beta for each insurer 
The underwriting activity of an insurer will deliver financial results that must be 
compared with a standard to evaluate its success or failure. This relative measure can 
be calculated as a beta coefficient as used in the CAPM. Two variables must be 
calculated before the further calculation of the underwriting betas for the listed 
insurers can be made. These are the market return on underwriting and the return on 
underwriting for each insurer in isolation. 
To arrive at the market return the underwriting result (net income or loss) for the 
South African short-term insurance industry as a whole was obtained and taken as a 
percentage of the earned premium for each calendar year from 1975.94 The 
underwriting performance for each insurer was similarly calculated by taking its 
underwriting results in relation to its earned premium for each of these years. 
The regression coefficient for each of the 
insurers' underwriting results to the South 
African short-term insurance industry's 
results were then calculated (using Quattro 
Pro) and are listed in Table 29. As shown in 
Chapter 9 and the section above, this 
regression coefficient represents the beta 
Table 29 Underwriting betas for the short-term 
insurers listed on the JSE. 
commercialuhion> 1.2475 
··••••'3u~tj11~ti >••••••••·•••••••••••••••··•·< o.9724 etitii / .·.·.. 1.2994 
1.t~~ii fi~~~l"il1 1.0312 
§~E@gt~ u· o.8995 
s~rila..rt >···· o.s210 
values for the underwriting performance of these insurers. 
94 The industry figures were obtained from Republic Research, while the individual insurers' 
performance figures were taken from annual financial statements provided by each insurer. 
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The base figures for these calculations appear in the summations of the financial 
results of insurers included in this study in the appendix, but the performance ratios 
are summarised in Table 30.95 Some figures are negative and represent the 
underwriting losses that insurers made in those years. The market returns also clearly 
show the underwriting cycle of profitable years interchanged with loss years. 
Table 30 Underwriting result for the South African short-term insurance industry and for each of the 
short-term insurers listed on the JSE. 
1975 -0.0382 0.1073 -0.0349 -0.0732 0.0262 0.0141 
,. 1976 -0.0449 -0.0600 -0.0621 -0.0016 0.0234 -0.0395 
< /1977 0.0097 0.0992 0.0038 0.0269 0.0582 -0.0091 
>·>••··········1973·· ........ . 0.0216 0.1372 0.0258 0.0427 0.0584 0.1045 1979 ...... 0.0289 0.0206 0.0930 0.0775 0.0760 0.0714 
. 1980 > 
-0.0075 -0.0175 -0.0146 0.0117 0.0324 0.0436 
'198'1 > -0.0528 -0.0953 -0.0035 -0.0616 -0.0184 -0.0407 -0.0190 
•./Y••••••••••••-tu:i••••••••.·•·•·· -0.0349 -0.0027 -0.0687 -0.0628 -0.0209 0.0100 -0.0125 
1983·· 
. · .. ·.·.·.·.·.·.·.·.·.··.·· 
0.01 16 0.0628 -0.0166 0.0200 0.021 1 0.0303 0.0181 
.. 1984 -0.01 15 -0.0316 -0.0519 0.0725 0.0112 0.0062 0.0127 
1!~5< ••·•·· -0.0653 0.0050 -0.0699 -0.1196 -0.0864 -0.0178 -0.0151 
'1986 -0.0289 -0.0194 -0.0527 -0.0489 -0.0367 -0.0203 -0.0029 
J"r··· 0.0340 0.0604 0.0559 0.0233 0.0339 0.0229 0.0380 
.... 
.· ~i188 0.0630 0.0964 0.0895 0.0204 0.0803 0.0739 0.0364 
/.fn9>··· 0.0360 0.0467 0.0342 -0.0109 0.0814 0.0423 0.0175 
19t0 / -0.0599 -0.0669 -0.0466 -0.2138 0.0156 -0.0642 0.0026 
•y 1&9'1 /···· 
-0.0145 0.0160 0.0041 -0.1213 0.0195 -0.0012 0.0125 
1992 0.0329 0.0775 0.0141 -0.0137 0.0481 0.0146 0.0501 /./11J93t• 0.0091 0.0471 0.0019 -0.0097 0.0546 -0.0058 0.0543 1994 (<··••> 
-0.0425 -0.0279 -0.0237 -0.1nni:; 0.0063 -0.1233 0.0091 
SA Eagle underwriting income is supplemented by investment income, the 
performance of the South African short-term insurance industry for investment in 
relation to rest of the market was analysed. 
95 Guardian National Insurance Company was the result of a merger between Union National South 
British Insurance Company and Guardian Insurance Company in 1981. Financial statements 
were therefore available only for the period since that year. 
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10.5.2 Calculating an intrinsic investment beta for each insurer 
Of all the insurers active in the South African short-term insurance industry, six are 
listed on the JSE. This number is not enough to allow an aggregate to be calculated 
for the investment performance of the market as a whole. For an investment market 
average to be found, the amounts invested for each insurer in the market would have 
to be obtained and a total aggregate calculated for the industry. This information 
could be obtained from the listed insurers, because they publish their financial 
statements freely, but not all the insurers in the South African short-term insurance 
industry were prepared to share this information. The statutory returns to the Registrar 
of Insurance also do not show this information, although the investment income is 
stated in the returns. 
The "market" was therefore redefined to refer to the performance of all the investments 
on the JSE, which is available as an "all share" index. This index is calculated using 
a view of all the shares and thus provides a single indicator of the average performance 
of the share market. The basic assumption in taking the JSE performance as a 
surrogate is that short-term insurers are investors in that market, and that the market 
reflects the expectations of all investors in securities. The effect of cash held by 
insurers in interest-bearing accounts cannot be accurately estimated, and for the 
purposes of this calculation, the returns on such cash deposits were regarded as equal 
to the returns available on the JSE as a whole. 
The all-share index from the JSE together with the earnings yield for the index was 
therefore obtained for the period January 197 5 to December 1995. Since the data 
were in monthly readings, they were averaged to annual readings. Earnings yields are 
provided as percentages, and these were directly used as representative of the earnings 
possible on a diversified portfolio of shares on the JSE. 
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The amounts invested by the listed short-term insurers were then collated from their 
annual financial statements for each year since 197 5, with their investment income for 
each of the corresponding years in the same period. The return on the amounts 
invested could then be calculated by dividing the amounts invested into the investment 
income earned. 
These investment returns were regressed 
on the return of the market calculated from 
the earnings yield on the all-share index. 
The resultant betas are listed in Table 31. 
As with the calculation of the underwriting 
betas, the detailed underwriting returns and 
Table 31 Investment betas for the short-term 
insurers listed on the JSE. 
comrn~reiat Uni()n> 1.1198 6tijr-d1iri .> .. . ... . 0.3030 
Prote~ > 0.1314 Nihtti1 F;d~ral ·. o.2546 
sieisl-e> 0.0080 
. ·. ··.·.·.·.·.·······. 
santam>· 0.0137 
Table32 Investment results for the All share index on the JSE and for each of the short-term insurers 
listed on the JSE . 
. ·.·.. . .· ·.·.·.·.· ... ·.·... tndelt: t · < cu .Guc:tl'dii:lri J?rt:)f¢a > Mutf~c:f $A santifu< 
1975 
.1976···· 
'l97i > 
·>> .. · .. -:-:-:-:-··· 
··1971 
1979. 
1a8t>> 
.·· .. _.··:::-:-··· 
?1981< 
··1sB2 
.1$83 > 
198.f 
<1$85> 
198fl > 
>1~!f 
1saa 
1989< 
:.1990···· 
.:.1991 ..••• :.::: 
1992? 
.··1993> 
1s~· 
0.1338 0.1252 
0.1716 0.2780 
0.1830 0.3021 
0.1589 0.1004 
0.1453 0.0743 
0.1205 0.0790 
0.1629 
0.1890 
0.1163 
0.1139 
0.1113 
0.0927 
0.0800 
0.1163 
0.1001 
0.1008 
0.0875 
0.0784 
0.0668 
0.0532 
0.1091 
0.0959 
0.0988 
0.1216 
0.0910 
0.0607 
0.0735 
0.0715 
0.0689 
0.0770 
0.0699 
0.0727 
0.0582 
0.0555 
0.0441 
0.0550 
0.0528 
0.0618 
0.0853 
0.0480 
0.0661 
0.0700 
0.0789 
0.1120 
0.1205 
0.1149 
0.0754 
0.0704 
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0.0772 
0.0801 
0.0825 
0.0923 
0.0985 
0.1090 
0.0676 
0.0552 
0.0452 
0.0414 
0.0398 
0.0586 
0.0666 
0.0622 
0.0776 
0.0822 
0.0748 
0.0708 
0.0542 
0.0605 
···.•·•/// <·:·:·:eAGUE>>• · · 
0.0782 
0.0853 
0.0740 
0.1062 
0.1222 
0.0943 
0.0934 
0.1166 
0.1652 
0.0957 
0.1042 
0.1076 
0.1035 
0.0815 
0.1144 
0.0885 
0.0606 
0.0619 
0.0569 
0.0407 
0.0826 0.0977 
0.0697 0.0578 
0.0664 0.0898 
0.0738 0.1148 
0.0807 0.0976 
0.0943 0.0793 
0.1169 0.1685 
0.1177 0.1573 
0.1294 0.0182 
0.1179 0.1463 
0.1229 0.1578 
0.0995 0.2301 
0.0925 0.1298 
0.1048 0.1163 
0.1179 0.1075 
0.1226 0.1412 
0.0595 0.1172 
0.0585 0.1020 
0.0664 0.0990 
0.1086 0.0761 
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the returns on the all-share index are listed in Table 32. These figures show that short-
term insurers have better returns on their investments than on their underwriting 
activities. 
10.5.3 Calculating a combined portfolio beta for each insurer 
The final step in arriving at an intrinsic beta for the insurers listed on the JSE is the 
combination of the underwriting beta and the investment beta calculated above. The 
beta of a set of securities may be calculated as a weighted average of the betas of the 
individual securities. 
(47) 
In this equation, PP is the beta of the portfolio of securities, w; the percentage of the 
portfolio invested in I and pi the beta coefficient of the jth security. 
Table 33 Portfolio betas calculated from the underwriting and investment betas for the short-term 
insurers listed on the JSE. 
0.97 
1.30 
1.04 
0.90 
0.63 
-0.04 
-1.48 
0.20 
-0.17 
0.24 
-1.92 
0.21 
-0.16 
0.15 
-0.30 1.04 
0.13 2.48 
0.25 0.80 
-0.01 1.17 
-0.01 0.76 
-0.31 
0.33 
0.20 
-0.01 
-0.01 
-1.60 
0.41 
-0.16 
0.14 
The proportions of underwriting income in relation to the investment income could be 
calculated by totalling the actual values of the investment income and of the 
301 
Chapter 10 Valuation of short-term insurers 
underwriting income for each insurer for the years 1975 to 1994.96 The proportion 
that each of these portfolios contributed to the total income was then calculated and 
used as the weighting for the calculation of each insurer's portfolio beta 
These portfolio betas were then compared with the market betas listed in Table 28 and 
the differences in each of the betas of the various indices were calculated. These 
differences were then squared and summed to determine which of the indices showed 
the least differences on the sum of the squares. 
Table 34 Differences of intrinsic betas calculated for short-term insurers listed on the JSE and their 
market betas. The differences are also shown squared and summed. 
··· ··· · ·· '""""··· '""""·· ·ome~l'lc~:t<>:1ndlciS ... : .. :.· .. · : .. ·.:.:.:.:.: .... · 
<Insurer Y ()~~r~ll \ · ·. oiff2 lrisuranc;e ·.··· Diff . lnc:lustriiF Oiff 
cu. 1.21 1.45 0.97 0.93 0.99 0.98 
· Guar<J1a11 -0.48 0.23 -0.73 0.53 -0.58 0.34 
· giy~~ > -2.05 4.20 -2.06 4.24 -2.24 5.00 
Ml.l1:Fect > o.04 0.00 0.14 0.02 0.21 0.04 
§.(\J;a~I~( -0.22 0.05 -0.82 0.67 -0.73 0.54 
............... 
-0.51 0.26 > santam -o.38 0.15 -0.49 0.24 i--~~~~~~u-~~~~~~~~~~~~~~~~~ 
6.08 6.62 7.15 
96 The period 1981 to 1994 was used for Guardian National. 
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From these calculations the intrinsic betas for these insurers are evidently different 
from their market betas. The beta calculated against the overall index appears to offer 
the closest approximation. The performance of these insurers' shares on the market 
is therefore not clearly based on only the underwriting or the investment performance 
of these insurers. Investors should therefore be looking at other indicators of value in 
these firms. One primary indicator could be the value of shareholders' funds. The 
following section will investigate the relationship between the share prices for these 
insurers and their shareholders' funds. 
10.6 EMPIRICAL EVIDENCE OF SHARE PRICES COMPARED 
WITH THE SHAREHOLDERS' FUNDS FOR LISTED INSURERS 
The relationship between the shareholders' funds held by listed insurers and their share 
prices were analysed. Although the share prices were available on a daily basis from 
the Johannesburg Stock Exchange, only one value for shareholders' funds, namely the 
annual figure shown in the annual financial statements of these insurers, was available. 
This forced the analysis to use an annual basis. The share prices for the year were 
therefore averaged and the shareholders' funds shown were considered the average 
for the year. These averages were then used as a basis for comparison. In keeping 
with the process followed in the rest of this study, all values were reduced to real 
values using the CPI index. 97 
The following section reviews the results of this comparison for each of the listed 
97 fu the analyses of shareholders' prices in relation to share prices presented in this chapter 1986 
was used as the base year, except for the calculation of betas, where actual values were used. The 
beta calculations are based on proportions and these remain identical whether actual or real values 
are used. 
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short-term insurers. 98 Shareholders' funds values were available for the period 197 5 
to 1995, but ten years' values were considered sufficient to illustrate the relationships. 
Correlation coefficients were calculated based on first differences between the share 
prices and the average shareholders' funds. 99 
10.6.1 Commercial Union Insurance Co Ltd 
The movement of the real (1986) values of the share price and the shareholders' funds 
appear in Figure 47. The actual values were discounted using the consumer price 
index in the same manner as was used in Chapter 4, when the underwriting cycle was 
discussed. The correlation of the first differences on the share prices and the 
shareholders' funds for Commercial Union Insurance Co Ltd was calculated at 
0.09356. This result suggests a positive, but weak, relationship between these 
variables. This could be because of the reduction in the shareholders' funds in the 
years 1991to1993, and the drop in the share price in 1994. 
98 
99 
Fedgen Insurance Co Ltd was not included as it is a composite insurer, writing predominantly life 
insurance in addition to short term insurance. Its share price is quoted for the composite company 
and does not differentiate between the life and short term activities. The life component could 
therefore influence the valuation of the company's shares. Commercial Union also writes life 
insurance, but the life component is small in comparison to the short term business written. 
The calculations were also done on monthly share prices, using the average shareholders' funds 
amount for each month. The correlation coefficients were then found to be somewhat stronger. 
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Figure 47 Real (1986) values for share price (solid line) and shareholders' funds for Commercial Union 
Insurance Co Ltd for the period 1986 to 1995. 
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Table 35 Share prices and shareholders' funds for Commercial Union Insurance Co Ltd with first 
differences calculated for each. 
· .····.•.•.¥ .  · . ·.ea· .. ·· .. ·r·.· ... ·.·.•.·.· .. • ... ·.·.··••.•.· · ·s· ·h· · ·· · · P • · · · .•.•·.••.••.•·.•.••.·•··········•·.•••.•••.••F·•••.•.·•u>n>d·. s· ·•·.•·······•••.•••.••.> >1<.io<,,i . ./ < ··· 1·· st •o··· \i,( · .•.• ·• • / / . . are rice >. ~· ·~·t!rence~ / < .. . •••e ... n~s 
· · · · · . . . . . . ··· / ~ / (R'999f < ·•· Shari! Ptjce ·• .•.•. ·.·. · Fi.Inds .·. ) 1~1i~ 151.99 R 96,400 
1987 199.38 
19811 . 209.67 
'191J9···· 
1990 
197.53 
219.94 
1991 257.99 
. ) 1ij~\. 314.08 
. . 111~ t 606.24 
693.12 
R 100,571 
R 122,838 
R 155,566 
R 162,293 
R 184,646 
R 131,380 
R 163,022 
R 1n,325 
10.6.2 Guardian National Insurance Co Ltd 
0.31180 0.04327 
0.05161 0.22141 
-0.05790 0.26643 
0.11345 0.04324 
0.17300 0.13773 
0.21741 -0.28848 
0.93021 0.24084 
0.14331 o.o8n4 
The movement of the real share price and the real value of shareholders' funds appear 
in Figure 48. The correlation of the first differences in the share prices and the 
shareholders' funds for Guardian National Insurance Co Ltd was calculated at 
0.162612. This result shows a positive relationship between these variables that is 
somewhat stronger than the relationship found for Commercial Union. 
The share price for Guardian National rose sharply in the period between 1991 and 
1994, but declined in the years that followed. Shareholders' funds also rose sharply 
in 1993, and stabilised in 1994. 
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Figure 48 Real (1986) values for share price (solid line) and shareholders' funds for Guardian National 
Insurance Co Ltd for the period 1986 to 1995. 
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Table 36 Share prices and shareholders' funds for Guardian National Insurance Company with first 
differences calculated for each . 
..... .. . .. .. 
.. ·.·.·.·.· v~L ~lli.l'i~rit~! J=9~c:t$ / .1~p1ffit;~~CI!~ > 1sto1ilerent8s 
>© ··· · · lR'oo9r share Prjc:r:; · . < funt1$ > > 
1$1i$ 1174.59 R 82,657 
19s7 1154.15 R 84,355 -0.01740 0.02054 
1988 n6.18 R 106,555 -0.32749 0.26317 
1989 837.09 R 130,380 0.07847 0.22359 
19~/ 883.11 R 124,515 0.05498 -0.04498 
........... 
1991 848.31 R 147,971 -0.03941 0.18838 
19~ 1254.19 R 149,902 0.47846 0.01305 
111~········ 2212.03 R 198,082 0.76371 0.32141 
.········•1994••···· 2026.92 R 205,288 -0.08368 0.03638 
10.6.3 Mutual & Federal Insurance Co Ltd 
The steady climb in both the shareholders' value and the share price suggest the 
strength of this insurer. During the period 1993 to 1994, the share price drifted 
aimlessly and resumed its growth in 1995. The sharp rise in shareholders' funds in 
1993 to 1994 may have hastened this last increase. 1994 was also an extremely 
unfavourable underwriting year. Mutual & Federal appears to have set aside large 
reserves in that year in anticipation of more unfavourable years to come. 
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Figure 49 Real (1986) values for share price (solid line) and shareholders' funds for Mutual and Federal 
Insurance Co Ltd for the period 1986 to 1995. 
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The correlation of the first differences in the share prices and the shareholders' funds 
for Mutual & Federal Insurance Co Ltd was calculated at O. 75163. This result shows 
a strong positive relationship between these variables. The shareholders in this 
company apparently follow the value of their funds with corresponding demand for the 
share and a higher subsequent share price. 
309 
Chapter 10 Valuation of short-term insurers 
Table37 Share prices and shareholders' funds for Mutual & Federal Insurance Co Ltd with first 
differences calculated for each. 
Year < ~h•.·.· ... • .• e.·© ... • ..•.•. P.· .• ·· .. •.  .• ·.·.r •.. ••• ~ >·.•.• ... ·.··.• .. ·.• .. ·.···(FR···· u •• ·...•.o .. ~.o·.··d····Os)•·•.·.•.•.•.·•.·.·.·.·.·.·.·. ·.·. · 1si Diffeten~s · · ····· 1$t Differences ·. · · · · · · · · · · .· $h~r~ ~rff;e < · · ·.· Fund$ · .· · .· .. ······ 
1986 151.99 R 96,400 
I 
i .• 
1987 ••••••••••••••• 
199.38 R 100,571 0.31180 0.04327 
!. 1988< 209.67 R 122,838 0.05161 0.22141 
>< 1989 197.53 R 155,566 -0.05790 0.26643 
·.·.·.·.·.·.·· . 
1990 < •• 219.94 R 162,293 0.11345 0.04324 
1991<· 257.99 R 184,646 0.17300 0.13773 
1992< .? 314.08 R 131,380 0.21741 -0.28848 
1993 · .. 606.24 R 163,022 0.93021 0.24084 
... 
... 
1994 ) 693.12 R 177,325 0.14331 0.08774 
10.6.4 Protea Insurance Co Ltd 
The difficulty of maintaining a consistent track record is clear from the results for 
Protea discussed in previous sections of this study. The share price for this insurer has 
reflected this inconsistency. It should, however, be observed that the share price has 
nevertheless shown an increase over the period under review. A sharp decline in the 
real price of the share in 1990 was preceded in 1989 by a drop in the shareholders' 
funds. This decrease was again seen in 1993 1994 and in 1995. This followed 
extremely poor results in underwriting that the investment portfolio could not 
adequately support. Investments appear to have been liquidated to support these 
losses. 
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Figure 50 Real (1986) values for share price (solid line) and shareholders' funds for Protea Insurance Co 
Ltd for the period 1986 to 1995. 
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The correlation of the first differences on the share prices and the shareholders' funds 
for Protea Insurance Co Ltd was calculated at 0.14725. This result again suggests a 
somewhat weak positive relationship between these variables. 
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Table 38 Share prices and shareholders' funds for Protea Insurance Co Ltd with first differences 
calculated for each. 
.. . . .. 
>v~f 
' 19a6> 393.oo 
1~at > 554.82 
1~~ / 557.88 
.· <1989 ( 659.92 
<1990. 836.60 
.· .. ·.·.· .. ·.···.·· .. ·. 
1frtf . . . 584.91 
. >1992 691.36 
1993> 1016.78 
'1994 1173.26 
10.6.5 SA Eagle Insurance Co Ltd 
R 98,121 
R 110,191 
R 106,186 
R 141,066 
R 113,410 
R 130,831 
R 120,208 
R 162,134 
R 87,256 
0.41176 
0.00552 
0.18291 
0.26773 
-0.30085 
0.18199 
0.47070 
0.15390 
0.12301 
-0.03635 
0.32848 
-0.19605 
0.15361 
-0.08120 
0.34878 
-0.46183 
The share price for SA Eagle also drifted lower from 1989 to 1991, after which it rose 
in the next two years, and then drifted sideways again in the following two years. In 
199 5 it showed a marked increase. The decrease in the real value of the shares in 
1989 was reflected in a drop in shareholders' funds in that period. A sharp increase 
in these funds in 1993 did not result in a similar increase in the share price, and 
shareholders' funds dropped somewhat in 1994 to compensate for the poor 
underwriting result in that year. 
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Figure 51 
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The correlation of the first differences in the share prices and the shareholders' funds 
for SA Eagle Insurance Co Ltd was calculated at 0.05690 This result shows a weak, 
but positive relationship between these variables. 
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Table 39 
Valuation of short-term insurers 
Share prices and shareholders' funds for SA Eagle Insurance Co Ltd with first differences 
calculated for each. 
· · 1st Differences .. .·•.·.1st Pifference1f > 
. . 
• Sti;lr•F»ffl:~> Funds··. 
1110.90 R 184,411 0.28512 -0.02278 
1273.08 R 204,178 0.14599 0.10719 
1489.08 R 311,842 0.16967 0.52730 
1203.93 R 264,225 -0.19149 -0.15270 
1022.88 R 326,269 -0.15038 0.23482 
1530.74 R 313,927 0.49650 -0.03783 
1865.43 R 397,522 0.21865 0.26629 
1858.34 R 398,138 -0.00380 0.00155 
10.6.6 Santam Insurance Co Ltd 
The history of Santam' s share prices and the value of its shareholders' funds over the 
period 1986 to 1995 are shown in Figure 52. Table 40 shows annual averages of 
these values. To see if there was any relationship between the share price and the 
value of the shareholders' funds, first differences for each of these amounts were taken 
and a correlation coefficient calculated. The correlation coefficient was 0.290405, 
which suggests a positive relationship between Santam' s share price and its 
shareholders' funds. 
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Figure 52 
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Keeping in mind that the share prices shown in Figure 52 are stated in real (1986) 
terms, the share has appreciated considerably over the period shown. The 
corresponding growth in real shareholders' funds is confirmed in the positive 
correlation ratio for these variables. The increase in the share price is also reflected 
in the higher price-earnings ratio for Santam in recent years. 
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Table 40 Share prices and shareholders' funds for Santam Insurance Co Ltd with first differences 
calculated for each. 
... ... . . . .. ..... .... . ... 
"f'-r $11are Prit~ 
© 
1986 
1987 
···1988 ...• ·. 
··1989•. 
·• 1990 
A99f 
... i1992 
19$3 
) 1994 
151.99 
199.38 
209.67 
197.53 
219.94 
257.99 
314.08 
606.24 
693.12 
Funds 
• (~~-009[ 
R 96,400 
R 100,571 
R 122,838 
R 155,566 
R 162,293 
R 184,646 
R 131,380 
R 163,022 
R 177,325 
......... ·.·.·.·.· .. 
1,$t[)1nerf:!nces ·. ····· 'l!itPilferences•> 
s11arf:! prk:M < ••• ·· Funds 
0.31180 0.04327 
0.05161 0.22141 
-0.05790 0.26643 
0.11345 0.04324 
0.17300 0.13773 
0.21741 -0.28848 
0.93021 0.24084 
0.14331 0.08774 
10.7 A VALUEATRISK(VAR)APPROACH 
Risk is also a feature of industries other than insurance. For instance, the development 
of sophisticated derivatives investment products has presented the challenge of 
measuring and controlling the risk of those investments to the dealer community 
(Me Vay & Turner 1995:84). A tool was needed to enable management to quantify 
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this risk. The approach developed for this purpose was based on the concept of value 
at risk (VAR). This concept is aimed at reducing the exposure of the firm to many 
risks to a single measure. This measure may vary according to the type of business 
or as for the priorities of the firm using it, but in essence, it focuses on the possible loss 
that a firm could suffer because of normal trading movements. 
VAR is calculated by measuring the risk implicit in an activity and relating that risk 
factor to any other risks allied to it. For instance, the risk of inflation of a currency 
may be related to the exchange rate fluctuations to which the currency may be 
subjected. The standard deviation of the price index (showing the inflation rate) may 
be calculated. The risk of inflation outstripping the past behaviour of the price index 
would be measured as its standard deviation. The exchange rate can be brought into 
the calculation by detennining the correlation coefficient between the inflation rate and 
the exchange rate. The product of the risk and the correlation coefficient will provide 
a VAR factor that can be applied to the monetary value of the cash flows expected. 
That calculation will reveal the value that the business could lose - the VAR. 
An example of this calculation would be the implementation of the VAR approach by 
JP Morgan Bank (Carey 1995: 117-8). The varied data available to that bank on its 
many investment activities are assessed according to the size of their exposure to loss 
and the probability of the loss occurring. For example, the risk of an investment of RI 
million in shares falling in value as result of adverse market conditions may be I 
percent (.OI), based on historical performance data The risk for the bank would 
therefore be (.OI x RI million) RIO 000. This amount would represent the VAR 
because of the possibility of adverse market conditions for the bank. 
This VAR could be combined with a risk that the inflation rate may be higher than 
anticipated. The historical data on the inflation rate could be correlated to the market 
conditions, measured as movements in the overall market index, by a correlation factor 
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of0.25. This factor could then be added to the previously calculated VAR factor of 
1 percent, arriving at a combined VAR factor of 1.25 percent. The combined VAR 
for the investor is therefore R12 500. The process could be extended many times to 
incorporate many different factors, each time calculating a single value for the risk the 
firm is exposed to. Hence the approach would be best implemented in large-scale 
computer-based information systems. Chase Manhattan Bank, for instance, calculates 
its VAR on a daily basis to manage its extensive exposure to risks arising not only 
from its banking activities, but also from its investment activities in various global 
instruments, of which many are derivatives (Carey 1995:118). 
VAR provides a useful risk management technique that encapsulates the requirements 
for identifying and measuring risk neatly. The VAR approach could be extended to 
the management of short-term insurance as well. An insurer could, for instance, 
regularly100 measure its exposure to risk arising from its underwriting and investment 
activities. There may be no shortage of data in the financial history of insurers that 
could be used for the purpose. 
The risk of an activity is measured with its standard deviation. As shown in Chapter 
9, the standard deviation reveals the variance around a mean for a set of data - this 
shows the extent that the actual values of data-items vary from their expected value. 
In that chapter, it was shown how a portfolio risk could be derived from the risks to 
its component parts, and that the combined risk would be lower than the risk each 
component in isolation. This reasoning may be extended to include the calculation of 
a VAR 
Given that the portfolio risk is dependent on the weight of each component in the 
portfolio, short-term insurers can calculate their underwriting portfolio risk and their 
100 Daily measurements would be preferable, but longer periods, such as monthly calculations, would 
serve as a compromise. 
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investment portfolio risk. The extent of contribution that each of these components 
makes to the insurer's net income can then be determined and the overall portfolio risk 
calculated. That portfolio risk represents the VAR factor for that insurer at the 
weighting applied for its portfolio components. Any outside factors identified as also 
affecting the VAR may be correlated with the underwriting or investment flows. That 
correlation factor can then be applied to the VAR to adjust it for the outside factor. 
To arrive at a VAR for an insurer, the cash flow expected for the next accounting 
period represents the "benefit" that the shareholder expects for his or her investment. 
If the cash flow is less than expected, the shareholder "loses" the amount of the 
shortfall. This cash flow represents his or her VAR 101 The expected net income for 
the insurer for the next accounting period can be estimated using either an average or 
a weighted average of past results and projecting these averages into the future. 
Shareholders would expect the insurer to add the projected net income to their wealth 
if all goes according to plan in the trading processes of the insurer. The portfolio risk 
(=VAR) is the extent to which the insurer may not meet these targets, and this value 
is the value that the shareholders have at risk. 
While insurers therefore theoretically have an optimum point oflow systemic risk, they 
may not in reality operate at that point. Using the method developed in Chapter 9 for 
calculating the minimum portfolio risk for the combined underwriting and investment 
portfolios, the VAR factors for the six insurers listed on the JSE were determined and 
appear in Table 41. 
IOI Me Vay and Turner (1995:85-86) refer to VAR as CFAR (Cash Flow At Risk). 
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Table41 Optimum and actual portfolio risk points for insurers listed on the JSE. 
..................... 
. •••··<••••·••••••·••••dl.lifc:lian 
. .. .. .. Pf'bt.J 
/ >••••••••Mui~'' ~t=~ci~..a1 
•.•• > $AEagf«! 
·santaM 
· 01>t1nium 
0.0476 
0.0195 
0.0182 
0.0218 
0.0147 
0.0252 
Actual .> •· <Error. 
0.0680 -0.0204 
0.0250 -0.0055 
0.0438 -0.0256 
0.0234 -0.0016 
0.0347 -0.0200 
0.0345 -0.0093 
Each of these insurers has an optimum low portfolio risk. This lowest risk point 
represents a particular weighting (or contribution made) by the underwriting portfolio 
and by the investment portfolio to the overall net income. To calculate the actual risk, 
the actual weighting for each of these components may be calculated from the most 
recent financial results published by the insurer, and the point on the risk profile where 
that set of weightings places the risk can be determined. This will be the actual risk 
point for that insurer. The extent to which the insurer deviates from the minimum 
point will suggest how well it manages its risk portfolio for underwriting and 
investment. The higher the error, the less efficient the insurer is managing its risk. 
As an example, consider the portfolio risk profile for Protea Assurance Co Ltd shown 
in Figure 53. The optimum risk point is where investment provides 90 percent of the 
net income (point A), and underwriting 10 percent, and that is a portfolio risk of 1. 82 
percent. However, over the last six years Protea has not managed to average a profit 
on its underwriting activities, and its investment has "subsidised" this poor 
underwriting performance to the extent that it comprised three times the underwriting 
income. Underwriting therefore contributed -50 percent to the net income, while 
investment's share was 150 percent. At these weightings the actual portfolio risk was 
6.51 percent (point B). The VAR for the shareholders' expected cash flow was 4.69 
percent (the difference between point B and point C) higher than it could have been 
if the proportions of income had been better balanced. The values in Table 41 were 
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calculated in the same manner for the other short-term insurers listed on the JSE. 
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Figure 53 The portfolio risk profile for underwriting and investment performance for Protea Assurance 
Co Ltd, averaged for the years 1989 to 1994. The optimum and actual risk points are 
indicated. 
-IC 
~ 
It 
0.07-,----------------------------
I 
I 
a03-+----------------------7~---------.r-
I 
I 
ao2+-----------~,-----,,,,..~--------~--==-
........ ---. ............................................. ~ 
I 
0.01-+---------------t------------~·~ 
I 
I 
0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1 1.1 1.2 1.3 1.4 1.5 1.6 1.7 1.8 1. 
Investment Proportion 
321 
Chapter 10 Valuation of short-term insurers 
10.8 CONCLUSION 
There are many ways in which to measure the financial success of a short-term insurer 
from an investor's point of view. The usual approach, using balance sheet and income 
statement data, may distort the analysis, and should be used with caution when dealing 
with short-term insurers. The ability of a short-term insurer to accumulate funds from 
policyholders at no cost makes measures like return on assets and return on equity less 
valuable than they are for other types of business. Net asset value calculations could 
also mislead as these calculations treats an insurer as an ordinary leveraged firm, which 
it is not. The leverage is provided as policyholders' funds that add to the asset base 
of an insurer at no cost to it. The return on shareholders' funds measure suggested in 
chapter 9 might be a more useful predictor of the value of short-term insurers' shares. 
The capital of short-term insurers listed on the JSE is held by relatively few 
shareholders. These shareholders may be better informed about the underlying 
reasons for the financial performance of a particular insurer. Price-earnings ratios may 
not always reflect the build-up of shareholders funds in the asset base. 
Traditional risk measures such as beta analysis are also disappointing when used for 
short-term insurers. The movement of these insurers' share prices compared with 
other portfolios may also be distorted by the concentration of large shareholding in few 
hands and the variable profits from their underwriting activities that affect the overall 
net income streams that can be expected by investors. 
To value a short-term insurer, the shareholders' funds must be isolated from the 
capital base and the leverage brought in by the policyholders' funds can then be 
determined. The intrinsic risk for the combined underwriting and investment 
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portfolios may then be used to evaluate the probable size and direction of future cash 
flows. 
An approach of calculating a value at risk factor may be considered where adequate 
information is available for the determination of dependable standard deviations for 
the underwriting and the investment portfolios. The VAR approach confirms the need 
for striking a balance between the investment and underwriting activities so that each 
complements the other and where the insurer can achieve its minimum portfolio risk. 
VAR factors may also be used to calculate the amount of proposed net income that 
may be at risk in a specific insurer and could therefore be useful as a means of 
comparison and choice between investments to be made in one or other short-term 
insurer. 
The value at risk approach supports the capital market imperfection theory of why the 
underwriting results of short-term insurers oscillate over years, and may hold the key 
to smoothing the cycle. If insurers could manage the combined portfolio from a risk 
perspective, they could probably reduce their responses to market conditions to 
carefully considered changes based on factors other than underwriting cash flow or the 
need to bleed off excess capacity for risk through reckless underwriting practices. 
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EMPIRICAL RESEARCH AND CONCLUSIONS 
11.1 INTRODUCTION 
The previous chapter concluded the literature study. This chapter describes the 
scientific research methodology used to empirically analyse the factors that are critical 
to the financial success of South African short-term insurers. 
The goals of this study were stated in Chapter I as including a goal to discover and 
identify possible financial CSFs for South African short-term insurers. This goal was 
addressed in the literature study. This chapter's objective is to evaluate the validity of 
the CSFs identified by empirical research among the top management in the South 
African short-term insurance industry. 
The methodology of the empirical research will first be reviewed, followed by a 
discussion of the design of the survey questionnaire and the data analysis of the 
responses. Conclusions will be drawn from these results. 
11.2 SOURCES OF DATA 
The research comprises of a study of secondary and primary data 
The secondary data were obtained from a literature study, the results of which appear 
324 
Chapter 11 Empirical research and conclusions 
in Chapters 2 to 8. 
The use of Primary data in the study is reviewed in Chapters 9 to 11. The method for 
collecting the primary data and the analysis of this data are discussed in the remainder 
of this chapter. 
The empirical research in this study involved two major sources of primary data. 
These sources are, first, an evaluation of the CSFs identified in the literature study 
among the senior management in the South African short term insurance industry, and 
secondly, an analysis of the financial performance of the insurers surveyed. 
11.3 THE COLLECTION OF PRIMARY DATA 
A researcher has several options for research design (Cronje et al 1989:74). In the 
experimental method, the researcher manipulates an independent variable and then 
measures changes in the dependent variable. For the purposes of this study, it was 
decided that it was unlikely that the CSFs of the South African short-term insurance 
industry could be manipulated as an independent variable to test the effect of each 
CSF. 
A correlation between two variables does not necessarily infer that a causal 
relationship exists between them. The purpose of this research study was not to 
identify such a causal relationship, but to focus instead on the finding and describing 
of the CSFs for the South African short-term insurance industry. To achieve some 
measure of correlation between the financial success and the CSFs identified in the 
research, the research was designed on an ex post facto basis. 
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The survey approach is therefore better suited to the goals of the study. Descriptive 
surveys are intended to arrive at a description of a situation or of the elements of a 
given problem, while analytical surveys typically also include an element of analysis 
of data (Cronje et al 1989:88). 
Surveys may be conducted either as interviews with people in the field of study, or as 
survey questionnaires. 
11.3.1 Interviews 
Structured interviews have the advantage of flexibility (Oppenheim: 1979:31) and may 
be useful for surveys, but this method had several disadvantages in relation to the 
limitations of this research: 
1. Interviewing requires special skills on the part of the researcher. 
2. Interviewing is fraught with the possibility of interviewer and participant bias. 
3. Interviews with representative samples of the managers in the South African 
short-term insurance industry would have taken too long. Further, given the 
seniority of respondents included in this research, considerable difficulty was 
envisaged in personally gaining access to the experts. 
4. It was felt that senior managers in the South African short-term insurance 
industry would be reluctant to share their company's strategic plans and 
thinking in an interview situation. 
The interview method was therefore not regarded as appropriate for this study. 
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11.3.2 The questionnaire 
Oppenheim (1979:33) mentions that the disadvantages of the questionnaire are that 
it requires careful design and that it can produce poor response rates. 
The survey questionnaire, on the other hand, has the following advantages: 
1. The questionnaire is more economical than the interview method. 
2. The processing and analysis of resultant data are simpler. 
3. A much larger sample may be covered more accurately than is possible in the 
interview. 
4. Since there is no interviewer present, the possibility of interviewer bias is 
eliminated (Gorton & Doole 1989:66). 
It was therefore decided to conduct the empirical research for this study in a structured 
survey questionnaire. 
11.4 CONSTRUCTION OF THE SURVEY QUESTIONNAIRE 
A broad distinction may be made between two types of surveys (Oppenheim 1979:9): 
1. the descriptive, enumerating, census type of survey that sets out to find the 
number of observations of a certain type in a given population 
2. the analytic, relational type of survey that sets out to explore the relationships 
between particular variables 
In view of the purpose of the study and the secondary data, the questionnaire was 
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designed to combine both descriptive and analytical elements. The descriptive 
element of the survey deals with the following factors: 
1. the methods employed by South African short-term insurers to manage the 
processes involved in transacting their business and so to realise their financial 
strategies102 
2. the discovery and identification of financial CSFs for South African siiort-
term insurers 
The various methods identified in the literature research for managing the operations 
of a short-term insurer were tested by asking respondents to show the extent to which 
their companies used these methods. The indication sought was in a five-point 
itemised-ratings ~cale. 
In designing the questionnaire, consideration was given to the use of a continuous 
graphics-ratings scale instead of the five-point itemised-ratings scale. The continuous 
graphics-ratings scale type of scale presents a respondent with a line that runs from one 
extreme of the attribute to the other (Churchill 1988:345). However, the clear 
definition of the categories allowed by the itemised-ratings scale and the ease of 
construction and analysis it allows made this method preferable. 
The analytical parts of the survey relate to the goals of evaluating the validity of the 
CSFs identified. 
Care was taken to ensure that the respondents remained anonymous, to improve the 
response rate. Weiers {1988:227) recommends such an approach and consequently 
emphasises that the anonymity must then be carried through in the presentation of the 
102 These methods have a direct bearing on the capabilities of the insurer to achieve its financial 
objectives. 
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research results as well. The identity of the respondent was therefore not required in 
any of the questions. The questionnaires were numbered only to identify the 
particular insurer to which they were sent. However, this number was used only for 
control and follow-up purposes. In the covering letter an assurance was given to each 
insurer to this effect. Individual insurers are therefore not identified in the rest of this 
study because of the anonymity promised to respondents. 
11.4.1 Testing the questionnaire 
To test the validity of the questionnaire, it was critically reviewed by senior managers 
in a short-term insurer, 103 and by the promoter of the study. The questionnaire was 
completed under observation by the researcher, who noted the following aspects of the 
process: 
I. The time taken to complete the questionnaire was measured. In the 
preliminary process of obtaining agreement to participate, a few potential 
respondents suggested that they would be reluctant to complete a 
questionnaire if the time to do so exceeded 20 minutes. 
2. The level of comprehension showed for the wording of the questions. 
3. The difficulty of allocating a score to each question No specific difficulty was 
noted here, although test subjects took much longer to rank the critical factors 
than to allocate scores to the preset questions. 
The content of the questionnaire was also discussed in detail with experts at the 
Bureau of Marketing Research at the University of South Africa Several 
improvements were incorporated in the layout and content of the questionnaire 
because of these discussions. 
103 This insurer was not subsequently included in the rest of the population approached in the survey. 
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11.4.2 The layout and contents of the questionnaire 
The questions in the survey are prefaced with detailed instructions to the respondent 
on the actions required from him or her to complete the questionnaire properly. These 
instructions are then followed by the questions themselves, grouped into the following 
sections: 
Section A requires some general detail about the respondent's job and his or her view 
of his or her company's financial success. This data enabled the analysis of the 
responses received according to the respondent's function in the insurer that employs 
him or her. 
Section B is concerned with the factors that influence the financial strategies of the 
respondent's company. 
Section C focuses on the processes used in various functional activities of a short-term 
insurer. Some scenarios are presented, and the respondent must evaluate each 
scenario according to the extent to which that process is used in that insurer. These 
data were analysed to find out to what extent the management techniques identified 
in the literature search were used in the South African short-term insurance industry. 
Each of these sections relates to a chapter of the literature study. These are Chapters 
2 to 8. 
Finally, Section D lists several factors that may be important for a short-term insurer's 
financial success. The respondent must choose the five most important factors from 
this list. 
A discussion on the formulation of the questions contained in each of these sections 
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follows. 
The questionnaire was prefaced with a short commentary as to the intentions of the 
questionnaire. Respondents were assured of anonymity and short instructions for 
completing the questionnaire were also included. 
11.4.2.1 The respondent's position in the insurer's organisation 
The question is posed in an open manner to enable the respondent to give a short 
description, or the title, of the job. The responses would be classed in the following 
senior job classifications: 
• general (executive) management 
• claims management 
• 
• 
underwriting management 
financial management 
The purpose of the distinction was to identify possible variations in the CSFs identified 
from the perspectives of the various functional responsibilities of the respondents. The 
respondents occupied a variety of functional positions in their organisations. 
Differences in the views of the different functions would point to a lack of common 
purpose in the industry. The operational focus of each respondent also allowed 
analysis of the type of CSF identified. For instance, a person active in the claims 
function would be expected to concentrate on claims-related issues in the identification 
ofCSFs. 
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11.4.2.2 The respondent's view of the financial success of the insurer 
It is possible that the opinion of the respondent on the degree of financial success of 
his or her organisation could reveal a measure of bias in the determination of CSFs for 
that firm. Hence, the aim of this section is to gather a few common objective 
measures of the financial success of the respondent's firm, and a value judgment by 
the respondent. 
This information made it possible to evaluate and weigh the responses with regard to 
the relative financial success of the respondent's company. 
11.4.2.3 The strategic influences influencing the fmancial results of the insurer 
The strategic influences on short-term insurers were discussed in Chapter 2. Industry 
structure and dynamics and strategic groups within the industry were identified as 
important factors for success, and these aspects are probed in this section. 
Question I was based on the five environmental forces identified by Porter and 
discussed in Chapter 2. The question therefore continues to probe the effect of 
regulation on the insurance industry, the extent of strategic grouping in the South 
African short-term insurance industry and macro-environmental forces. The latter 
factor was considered too generalised for easy understanding by respondents, and it 
was therefore expanded into statements concerning the crime rate in South Africa, the 
growth rate of the economy and the rate of inflation. 
The first seven factors raised in this question arise from the discussion in Chapter 2 on 
the environmental influences on the firm, and each of these factors is again briefly 
discussed below. In that chapter, the five primary forces (Porter 1980:3-5) that 
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influence the strategies of any industry were identified as: 
• the bargaining power of the buyers 
• the bargaining power of the suppliers 
• the threat of new entrants to the industry 
• the threat of substitute products or services 
• the rivalry among existing firms in the industry 
The extent to which the respondents attach importance to these five forces is important 
for establishing the awareness prevalent in that insurer of the strategic pressures on the 
msurer. 
The rest of the factors included in the question were identified in the remainder of the 
study. 
a. The bargaining power of consumers of short-term insurance 
The power of the consumers of short-term insurers was regarded as important in the 
formulation of products and the setting of affordable premium rates. Individual 
consumers can bargain the terms of their insurance contracts to some extent with their 
insurers, and such a negotiation could affect the financial results of the insurer. The 
importance of the consumer's power for that insurer must therefore be established. 
b. · The bargaining power of intermediaries 
A distinction was made in Chapter 2 between the purchasing power of individual 
consumers of insurance products and the collective power of insurance intermediaries. 
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This factor should therefore be evaluated in terms of its contribution to the financial 
success of an insurer. 
c. The bargaining power of reinsurers 
Reinsurers may be regarded as suppliers of insurance capacity to the South African 
short-term insurance industry. They can influence the type of risk underwritten and 
the premiums set for those risks. Reinsurance is one strategic force bearing on the 
financial results of the industry, and its influence was also discussed extensively in 
Chapter 5. The respondent's view of the bargaining power of the reinsurers is 
included to evaluate to what extent this influence is recognised as a financial success 
factor. 
Section 7 of this questionnaire is devoted to the use made of reinsurance in the 
respondent's company. That aspect will be addressed more specifically there. 
d. The threat of new entrants to the industry 
The relatively small size of the South African short-term insurance industry makes the 
possibility of new entrants apposite for inclusion in the empirical study. New entrants 
can compete on equal terms with existing insurers, or they can identify niche markets 
to exploit. Either way, new entrants will reduce the market share of current operators, 
and so put pressure on their financial success. 
This factor is therefore included in the questionnaire. 
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e. The threat of substitute products or services 
Self-insurance and captive insurance companies represent substitution of insurance by 
consumers. The extent to which the insurance buyers are moving towards using such 
substitutes also points to an erosion of the insurance market share available to insurers. 
This factor is included to see to what extent this substitution is considered pertinent to 
the financial success the South African short-term insurance industry. 
f The rivalry among existing insurers in the industry 
The South African short-term insurance industry operates as an oligopoly, because of 
the relatively small number of firms in the industry. The level of competition between 
the various firms is therefore also an important success factor. 
Chapter 2 also referred to the protracted rate war in the industry, and this factor is 
therefore included to measure the extent to which rivalry among the firms is important 
to the financial success of South African short-term insurers. 
g. The effect of regulation on the insurance industry 
Short-term insurance is usually subject to governmental regulation, because of the 
potential of financial ruin for insurers and the potentially disastrous effects such 
failures may have on consumers and the economy. The South African regulation may 
not be as extensive that in other countries, and the importance of this factor is 
therefore included to evaluate the effect of local regulation on insurers' financial 
success. 
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h. The ability to keep administrative costs low 
Chapter 7 dealt with the administration costs of a short-term insurer. The effect of low 
administrative costs on the financial success of a short-term insurer is therefore 
included in this section. It was shown in that chapter that the administration costs of 
insurers, expressed as a percentage of premiums written, have declined since 197 5, 
but that these costs have levelled off in recent years. Possibly, insurers do not have 
much latitude for more cost reduction left, and the importance of this factor may 
therefore have declined in significance. 
1. Strategic alliances and groupings among firms in the industry 
The existence and effect of strategic alliances and groupings among firms in the 
industry were discussed in Chapter 2. These strategic groupings may have an even 
more profound effect in the small South African insurance market than the overseas 
markets discussed in that chapter. 
J. The value that insurers can add for their customers 
The value chain approach and the importance of adding value for customers were 
discussed in Chapter 2. Hence the extent to which an insurer adds value for its 
customers is a factor that merits inclusion. 
k. The insurer's resources 
While the generalised view of resources adopted for this section excludes any further 
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analyses of resources as employees, financial resources, capital resources and so on, 
the importance of the internal view of the management is probed. This internal focus 
was identified in Chapters 2, 3 and 4 as a feature of the South African short-term 
insurance industry. The purpose of the question is not to identify the specific 
resources of the respondent's company, but to elicit a response about the important 
role own resources play in that insurer. 
1. Identifying the firm's competencies. 
The route to competitive advantage was identified in Chapter 2 as the successful 
matching of the firm's competencies with the CSFs in its environment. While this 
study intends to identify the CSFs for the South African short-term insurance industry, 
it is also important to measure whether the industry regards the identification of the 
unique competencies of the firm as important. 
11.4.2.4 The influence of the method of strategic planning used 
The model for planning phases developed by McKinsey & Co Inc and used by Beetge 
(1990:442) in relation to the South African short-term insurance industry, suggested 
that planning could be a factor for financial success. The next section is therefore 
intended to establish the phase of financial planning used in the industry. This could 
determine how much the industry has progressed to more advanced strategic planning 
levels since Beetge's research in this regard. 
The time horizon of the planning approach, the level of decision making and the 
manner of resource deployment can influence the financial success of the firm. These 
variables are intrinsic to the classification of a firm's planning process in one of the 
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phases of the Mc.Kinsey model. The value the respondent's firm places on the 
planning process is evident in the apparent phase of planning used in the company. 
The closer the process is to phase IV, the more importance is placed on these 
variables. 
The respondent is therefore presented with four alternate scenarios, each describing 
the typical planning process found in each phase in the Mc.Kinsey model. To prevent 
possible bias, the scenarios are not presented sequentially. The first scenario applies 
to phase IV, the second phase I, the third phase III, and the last phase II. 
Further scenarios included in this question were aimed at determining the extent to 
which the insurer reviewed identifies CSFs in their planning process. Furthermore, the 
methods employed to identify internal capabilities and the matching of these 
capabilities to the CSFs identified are probed. 
The initial version of the questionnaire had several sentences in each scenario that 
pointed to the features of the various phases. The test subjects found these confusing, 
and the descriptions of the scenarios were then reformulated to state the essence of 
each phase in a single sentence. 
11.4.2.5 The influence of underwriting methods used 
The methods for pricing short-term insurance were discussed in Chapter 3. The 
following methods were identified: 
• the target rate of return, according to which insurers may set a net income 
margin in their pricing policy, often without regard for investment income, 
insurer leverage or the level of risk 
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the capital asset pricing model (CAPM), which requires a risk profile for both 
the investment and the underwriting portfolios to be measured for their risk 
the discounted cash flow (NPV) method, which was developed as a capital 
budgeting technique, and uses the principle that money devalues over time 
• the option pricing model, which may be applied to the pricing of insurance, 
because the three major claims by the shareholders, the policyholders and the 
tax authorities against the insurer closely resemble options 
These methods were also discussed in Chapter 4, when three theories for explaining 
the underwriting cycle were put forward: 
• the perfect markets/rational expectations theory 
• the institutional rigidities theory 
• the capital market imperfection theory 
Each of these theories is based on the ability of the insurer to set premium rates at a 
level that will allow sufficient net income. To test the extent to which each of these 
theories may be supported by the respondent's company, scenarios are presented that 
apply to different methods of underwriting. These methods are probed, but a separate 
scenario is phrased to pursue the possible role of investment income in the process. 
The methods are also not treated as mutually exclusive, but could to some extent be 
used with each other. 
The respondent was also asked to describe any other method used for setting 
premiums in the firm for which he or she works. This allowed for some flexibility in 
the response. Where possible, the free responses were classed according to the four 
methods mentioned above. 
• The first scenario presented applies to the target rate of return method of 
339 
Chapter 11 Empirical research and conclusions 
setting premium rates. 
• The second scenario looks at the contribution investment income makes to the 
underwriting results of the insurer. 
• The third scenario uses the CAPM to arrive at a risk-adjusted premium. The 
discounting of the future cash flows is also a feature of the perfect 
markets/rational expectations theory. This theory was discussed in Chapter 4 
as a possible explanation of the variance in financial results of the South 
African short-term insurance industry. 
• The role of catastrophic losses in the underwriting process is the subject of the 
fourth scenario. Losses such as these and their effect on the underwriting 
process were discussed in Chapter 6. 
• The institutional rigidities theory and the McKinsey strategic planning model 
(discussed in Chapters 4 and 3, respectively) refer to the inclination of insurers 
to project past results into the future. The fifth scenario presents this approach 
to the respondent. 
• The capital market imperfection theory postulates that the pricing decisions of 
insurers are linked to the level of their surplus. The sixth scenario is based on 
this theory. The theory was discussed in Chapter 4. 
• The option pricing theory is the basis for the last scenario . 
11.4.2.6 The effect of an insurer's reinsurance programme on its financial success 
In Chapter 5, the possible effect of an insurer's reinsurance programme on its financial 
success was discussed. In this section, the questions relating to the effect of 
reinsurance on an insurer's financial success are aimed at finding the purpose of 
reinsurance used by the respondent's company. 
The four methods each represent an application of reinsurance, as discussed in 
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Chapter 5. 
11.4.2. 7 The extent to which the insurer's claims handling and reserving policy 
bears on its financial success 
The claims handling and reserving policy of a short-term insurer was the subject dealt 
within Chapter 6. The important factors identified in that chapter are probed in section 
8. In this part of the questionnaire, the focus is on the methods of reserving for claims, 
unexpired risks and other reserves. 
Each of these methods was discussed in detail in Chapter 6. 
11.4.2.8 The extent to which the insurer's investment programme bears on the 
insurer's financial success 
The impact of investment performance on the financial success of short-term insurers 
was discussed in Chapter 7. The next question is concerned with the management of 
the investment process in the firm the respondent is employed. 
Since many short-term insurers do not directly manage their investment portfolio, the 
first question for the investment fimction establishes whether this function is controlled 
directly by the insurer. 
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11.4.2.9 Ranking the importance of the various success factors 
Finally, the various success factors identified in the study had to be ranked to isolate 
the more important ones from those considered less important by the respondents. 
The last section of the questionnaire therefore presented a list, sorted in random order, 
of these factors with a request that the respondent sort them in descending order into 
a ranking to show the relative importance of the factors. To identify only the critical 
factors, and to make it easier for respondents to select only the important factors, the 
requirement was limited to selection of the five most important of these factors. When 
developing the questionnaire, the researcher considered using ten factors, but the task 
of ordering this number of alternatives was confusing for test respondents. It also 
added complexity without improving the discrimination ability of the ranking process. 
It was explicitly said that the respondent had to rank each factor according to its 
contribution to or effect on the .financial success of the insurer in which he or she was 
employed. 
The purpose of the ranking is to find those factors that are critical to insurers' financial 
success among the many factors identified in the study. The factors identified could 
not only be classed according to the overall importance that the respondents placed on 
these factors, but the different emphasis placed by the various functional areas in a 
short-term insurer could be identified and compared. 104 
The critical factors identified could then be evaluated according to the sensitivity of 
financial results to manipulation of these factors. 
104 Using Spearman's rank order coefficient. 
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11.5 THE POPULATION AND SAMPLE SIZE 
It was observed in Chapter 1 that there are few active insurers in the South African 
short-term insurance industry. The South African Insurance Institute revealed that it 
had 34 short-term members. The Institute pledged its support and assistance, which 
simplified the execution of the survey. 
Because of the low number of active insurers, it was decided not to select a sample 
from the total population, but to send copies of the questionnaire to each insurer, with 
a request that these should be completed by the following executives in each insurer. 105 
1. the chief executive officer 
2. the chief financial officer 
3. the chief underwriting officer 
4. the chief claims officer 
These people could be regarded as industry experts because of their seniority in their 
respective organisations. 
The response rate in mail surveys improves if the respondents are interested in the 
subject of the research, and if an advance letter may be sent to potential respondents 
alerting them to the research project and canvassing their participation (Tull & 
Hawkins 1984;150). A preliminary letter was sent to the chief executive officer of 
each insurer, outlining the purpose of the questionnaire and the method of managing 
the research. These executives to requested to participate in the survey. The 
responses received to this letter are summarised in Table 42. 
105 These job titles were chosen to be as generic as possible. 
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Of the 34 insurers approached, one had ceased trading, and another was in the process 
of being taken over by another company (which had agreed to participate). Of the 
remainder, seven had said that they either were newly established, or concentrating on 
a particular niche in the market. The management of these companies therefore felt 
that they could not constructively contribute to the research. All the companies that 
declined were relatively small in premium income, and their exclusion was considered 
to have a small potential impact on the possible results of the survey. Hence 25 
companies were prepared to participate in the survey. 
The responses from several companies approached for this research project were 
particularly positive and reflected a considerable interest in the subject of the survey. 
11.6 DISTRIBUTION OF THE QUESTIONNAIRE 
The assistance of the Bureau of Market Research at the University of South Africa was 
obtained for the distribution of the questionnaire, and for the receipt of completed 
responses. The mediating role of the Bureau was invaluable in providing credibility 
for the process, and guaranteeing anonymity to respondents. 
Four copies of the questionnaire were posted to the chief executive officer of each 
insurer in the South African short-term insurance industry. 106 Since each active insurer 
in South Africa is a member of the South African Insurance Association (SAIA), the 
mailing list of this organisation was used. 107 The covering letter requested the 
106 
107 
In some cases, these executives had nominated a person in their organisation to deal with the 
questionnaire, and it was then forwarded to that person instead. 
The Association was approached by the author, and full support and co-operation was pledged by 
the management of the Association. 
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questionnaire to be handed to the persons working in the positions mentioned above. 
A copy of this letter appears in the appendix. In total, one hundred questionnaires 
were sent to the short-term insurers that agreed to participate in the research. 
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Table42 Responses to the initial approach for participation in the research survey 
No. Company Response 
1 ABSA Insurance Co Ltd Agreed 
2 Aegis Insurance Co Ltd Agreed 
3 AIG South Africa Ltd Declined 
4 Allianz Insurance Ltd Agreed 
5 Auto & General Insurance Co Ltd Agreed 
6 CIGNA Insurance Co Ltd Agreed 
7 Commercial Union Insurance Co Ltd Agreed 
8 Compass Insurance Co Ltd Agreed 
9 Constantia Insurance Co Ltd Declined 
10 Credit Guarantee Insurance Corporation of Africa Ltd Agreed 
11 Customer Protection Insurance Co Ltd Declined 
12 Fedgen Insurance Co Ltd Agreed 
13 First National Insurance Co Ltd Agreed 
14 Furnguard Insurance Co Ltd Declined 
15 General Accident Insurance Co Ltd Agreed 
16 Guardian National Insurance Co Ltd Agreed 
17 Hollard Insurance Co Ltd Agreed 
18 Lloyds of London Agreed 
19 Lombard Guarantee Insurance Co Ltd Declined 
20 Monarch Insurance Co Ltd Declined 
21 Mutual & Federal Insurance Co Ltd· Agreed 
22 Nasionale Versekeraars Beperk Agreed 
23 NBS Insurance Co Ltd Agreed 
24 New National Insurance Co Ltd Agreed 
25 Prefsure Ltd Agreed 
26 Protea Insurance Co Ltd Agreed 
27 Rand Mutual Assurance Co Ltd (The) Agreed 
28 Regent Insurance Co Ltd Agreed 
29 Santam Ltd Agreed 
30 Sentrasure Ltd Ceased 
31 South African Eagle Insurance Co Ltd Agreed 
32 Stanbic Insurance Ltd Agreed 
33 Standard General Insurance Co Ltd (The) Agreed 
34 Westchester Insurance Co (Pty) Ltd Declined 
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11.7 THERESPONSE 
11.7.1 Final participants 
On receipt of the questionnaire, several insurers chose not to complete it. Lloyds of 
London concluded that it was not operating in the same manner as the rest of the 
market, and that the responses from their management would not make a contribution. 
This view appeared reasonable in view of the unique manner in which Lloyds 
underwrites risk. 108 
Allianz Insurance Company was reorganising its senior management in the period 
between approval being granted for participation in the research and receipt of the 
questionnaires. The chief executive who had agreed initially to participate was 
transferred to Germany, and the new incumbent did not respond to follow-up requests. 
Pressure of work and the novelty to the South African short term market were cited 
as reasons for nonresponse. 
Compass Insurance Company had been formed only recently and their management 
decided that they did not have enough experience as an insurer to make a contribution 
to this research project. 
Despite several successive copies of the questionnaire being delivered personally to 
Auto & General Insurance Co Ltd, no responses were received from its management. 
108 Lloyds is not an insurance company, but rather a society of underwriters, each of which pledges 
its own fortune as security for the risks underwritten. The underwriting process is controlled by 
underwriting managers using experience and the risk bearing capacity of the members to 
determine the premiums charged. 
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Persistent enquiries eventually resulted in a declination to complete the questionnaires 
because of work pressures. 
A summary of the responses received appears in Table 43. Of the hundred sent, 
seventy-five completed questionnaires were received. 
Table43 Responses received from insurers that agreed to participate in the survey 
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11. 7 .2 Free-format responses 
The questionnaire made provision for a :free-format response in each of its sections. 
Several respondents used this facility to comment on matters they thought were not 
adequately addressed in the prepared questions. Many respondents used the :free-
format response opportunity provided in the first set of questions to raise matters 
relating to factors covered in subsequent sections of the questionnaire. 109 These 
responses were therefore moved to the appropriate section. These "misplaced" 
responses will be identified and discussed together with the statistical analyses of each 
section below. 
11.8 PROCESSING OF THE DATA 
Once the data had been captured, the data :from the questionnaires were given to the 
Statistical Consultation Service of the Department of Statistics at the University of 
South Africa. The data were processed by the Research Support Group at the 
Department of Computer Services at the University of South Africa. The software 
package used was SPSS.110 
109 
110 
It is interesting to note that respondents should see factors such as underwriting, investment and 
reinsurance as "strategic", which is the heading of this first set of questions in the questionnaire. 
These factors were apparently generalised as strategic either because of a misunderstanding about 
whether they are indeed strategic, or as a result of a view that strategy should encompass these 
operational factors. 
Release 6 ©SPSS Inc. Chicago 1993. 
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11.9 ANALYSIS OF THE DATA 
11.9.1 The number of responses received. 
As discussed above, three insurers decided not to participate, despite their prior 
agreement to do so. The distribution of those who responded is shown in Figure 54. 
Figure 54 Proportion of responses received from participants grouped by their job titles. 
No response 
Chief executive 
21.00/0 i 2s.oo/O I 
Claims 
Finance 
Underwriting 
The response from chief executives, being in the majority, is encouraging. In addition, 
the relatively low response from the claims managers may suggest less interest in the 
CSFs of insurers than that showed by their colleagues. The distribution of the 
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responses is nevertheless considered good for the purposes of this study. 
11.9.2 Respondents' view of their companies' financial success 
One respondent did not answer this question. The views of the others on their 
company's financial success are shown in Figure 55. 
Figure 55 The proportion of respondents' placing of the relative financial success of their companies. 
Most of the respondents {50,7%) regarded their companies as largely successful. Only 
10,6 percent of them thought their companies were unsuccessful to some degree, 
while 65,4 percent regarded their companies as more successful than average. This 
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result shows a view of considerable confidence in the financial success of South 
African short-term insurers amongst the respondents. They apparently do not regard 
their companies in a pessimistic light with regard to their financial success. In view 
of the overall financial success111 of the short-term insurance industry in South Africa, 
this view is perhaps justified. 
Figure 56 
0 
Scattergram showing the mean of respondents' view of their company's success in relation to 
its return on shareholders' funds (ROSF) (the regression line for these components is also 
shown). 
1 2 3 
Relative Success 
4 5 6 
Conclusion 1: Most respondents were aware of their company's relative 
financial success, although some ove"ated their standing. 
111 As shown in Chapter 3, even though underwriting losses were made over the years, these losses 
have consistently been supplemented by investment income to the point that the overall financial 
results for the industry in each year have been profitable. 
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The views of respondents are shown in Figure 56, which is a scattergram plot of the 
respondents' positioning of the various insurers represented in the survey in relation 
to their actual relative success, measured according to their return on shareholders' 
funds (ROSF). A regression line for these variables is also shown. 
It is evident from these data that the respondents were aware of their company's 
success, to the point where they even overestimated their relative position. It is 
possible that their measure of financial success could differ from the ROSF used here. 
The demonstrated awareness of respondents of their success, with a correlation 
coefficient of 0,63 for their rating and their actual success, shows that their responses 
to the questions were not clouded by misplaced sentiment about their position. 
11.9.3 Analyses of variances between respondents 
An F-test (based on least significant differences with a significance level of .05) was 
performed on the variances between their responses for each of the different primary 
functions to detect whether there are significant differences between the chief 
executives, the financial managers, the underwriting managers and the claims 
managers. The tests were initially applied to find significant differences between the 
functions in the primary areas of competencies identified in the literature review of this 
study. These competencies were grouped as follows: 
• strategy (including the strategic planning process) 
• operational functions 
The operational functions were, in turn, broken down into subgroups that focus on the 
various functions performed by a short-term insurer. These functions were: 
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• underwriting
112 
• 
• 
• 
remsurance 
reserving 
investment 
F-tests were also done to verify whether there were significant differences between 
chief executives, the financial managers, the underwriting managers and the claims 
managers in respect of each of these functions. 
-··········-·····-···------·-·······-···-············-·--················-····-·,----,···········--·-··········· 
Conclusion 2: Significant differences were found between the chief 
executives and the financial managers as to their responses 
on strategic issues. 
Conclusion 3: Chief executives were found also to differ significantly as to 
generalised operational functions with the underwriting and 
claims managers. 
Conclusion 4: As for the specific operational functions, the responses from 
chief executives were again significantly different from those 
of underwriting managers. No significant differences were 
found between responses from finance, underwriting and 
claims managers. 
---------------·----
112 
"Underwriting" includes the function of claims settlement for the purposes of this study. 
354 
Chapter 11 Empirical research and conclusions 
Conclusion 5: Chief executives participating in this research may have 
some difficulty in communicating strategic issues to their 
financial managers. 
In addition, there might be some difficulty in the communication of operational 
processes between chief executives and underwriting and claims managers. The CSF 
framework proposed by this study may be useful in providing a point of departure for 
the alignment of chief executives' view on strategic and operational issues with the 
views of their subordinates. 
11.9 .4 Identification of successful insurers 
The insurers participating in this research were ranked according to their ROSF 
averaged over the last five years. This averaging period was chosen to include at least 
one profit and one loss cycle for the industry. The median value of these values was 
then determined. Those insurers that had produced ROSF above the median were then 
classed as successful, while those with ROSF less than the median were considered 
unsuccessful113 by comparison. The calculated median for ROSF was 17 percent. 
113 The concept of success is not easily classified in this dichotomous manner. No doubt insurers 
classified as unsuccessful in this study may still be considered successful to some extent. 
Comparing the success of one entity to that of another is inherently a relative placing of the 
perfonnance of those entities. The approach of placing the participants in one of two categories 
(followed here) was used to make the statistical analysis of the data possible. 
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11.9.5 Identification of CSFs 
Respondents were presented with 20 possible CSFs, identified in the literature study. 
These CSFs were given scores to identify those regarded as most appropriate for the 
industry. Section D of the questionnaire gave respondents an opportunity to choose 
the five most important CSFs from this list. To facilitate the calculation of the means, 
the scores allocated by respondents were reversed (1 became 5, 2 became 4, and so 
on until 5 became I). Each of these CSFs was evaluated by multiplying the frequency 
of its selection with the value of the mean of the scores allocated to it. A weighted 
value was calculated in this manner for each CSF. The weighted values served as the 
basis for sorting the CSFs and so to arrive at an ordered list. This list appears in Table 
44. 
The upper quartile of the weighted values for the CSFs was selected as the critical 
factors in the total list. These five CSFs were subsequently analysed with regard to the 
core competencies that applied to them. This analysis differentiated between the 
values allocated to each competency by successful and unsuccessful insurers. There 
is no difference between successful and unsuccessful insurers on the CSFs selected as 
the most important. The first two factors were chosen unanimously, while the order 
of the last three was reversed between the successful and the unsuccessful companies. 
The following section of this chapter will discuss in detail each of the CSFs identified 
in the survey. During the literature study, a number of processes (core competencies) 
that have bearing on each of these CSFs were identified. These processes were 
allocated a rating by respondents according to the extent that they were being applied 
by their companies. Where a process was therefore intensively used it could be 
regarded as a core competency. An analysis of these competencies was thus necessary 
to allow conclusions to be drawn in relation to the competencies arising from the 
literature study and the empirical research. 
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Each CSF on the list had at least one supporter. 
11.9.5.1 Obtaining the co"ect premium for the risk 
It is evident that obtaining the right premium for the risk was considered the most 
critical success factor by a large margin. Out of the 75 respondents, 54 chose to 
allocate a score to this factor, and the mean of the scores is also the highest recorded 
for any success factor listed. Successful insurers and unsuccessful insurers were 
subdivided into two equal groups, with 27 respondents from each group selecting this 
factor as a CSF. 
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Table44 Results of the selection of CSFs by respondents ordered by their weighted mean score. The 
upper quartile is shown shaded. 
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Control over the claims settlement process 2.79 24 66.96 
The cost of reinsurance 2.44 16 39.04 
The sophistication of the strategic planning 
process 3.45 11 37.95 
The quality of claims history information 2.36 14 33.04 
Competition amongst insurers 1.94 17 32.98 
The performance of investments relative to the 
rest of the investment market 2.58 12 30.96 
The accuracy of outstanding claims estimates 2.07 14 28.98 
The power of brokers to dictate underwriting 
terms and claims settlements 2.70 10 27.00 
The level of solvency of the insurer 2.30 10 23.00 
The extent to which investment profits 
supplement underwriting profits 2.50 8 20.00 
The degree of financial risk assumed in the 
investment strategy 2.83 6 16.98 
The extent to which future losses may be 
estimated 3.33 3 9.99 
Self-insurance and captive insurers 2.00 4 8.00 
The extent of the premium reserves 2.00 3 6.00 
The extent of regulation in the market 5.00 1 5.00 
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11.9.5.1 The quality of underwriting informaJion 
The second highest weighted mean score was achieved for the quality of underwriting 
information because of its higher mean score. Thirty-five respondents chose this 
factor, which is a lower count than for the next two CSFs. These two were rated 
lower, but by more respondents, resulting in lower weighted mean scores. 
Eighteen respondents from successful insurers selected this factor, while seventeen did 
so from unsuccessful insurers. 
11.9.5.3 The socioeconomic environment (crime, inflation, etc.) 
Forty-two respondents regarded the socioeconomic environment as a CSF. The 
majority of these (22) were from unsuccessful insurers. The crime rate and the general 
upheaval that have characterised the South African society have apparently left a mark 
on insurers. 114 Coupled with the industry's tendency to base its actions on its past 
results, the view appears to be that the future environment will be similarly difficult 
for the industry. 
114 Several insurers (e.g. Mutual & Federal, Santam and Aegis) mention the crime wave in their 
financial statements. The incidence of theft and especially hijacking of motor vehicles are a major 
cause of concern. 
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11.9.5.4 Computer systems 
Although rated lower on the mean of scores allocated than the preceding CSFs, this 
factor received the second highest number (47) of selection. The industry clearly 
recognises the need for computer systems. 
Short-term insurers use computers for recording and managing their policy contracts 
as well as processing transactions such as policy changes and claims. A consequence 
of this processing is the availability of information about the risk they underwrite and 
the financial result of their activities. 
11.9.5.5 Management expenses lower than those of competitors 
The need to minimise cost was considered critical by half of the total sample, with 35 
respondents choosing this factor. Again, the number of unsuccessful insurers 
outweighed their successful counterparts in choosing this factor. Twenty respondents 
from unsuccessful companies selected this factor, as opposed to only fifteen from 
successful insurers. 
11.9.5.6 Additional CSFs identified by respondents 
Four additional CSFs were proposed in the free-format area provided. In view of the 
range covered by the prepared list, it is perhaps disappointing that more were not 
added. These additional CSFs were: 
• people's attitudes and skills 
• niche focus 
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• 
• 
quality of management and staff 
quality of customer satisfaction 
11.9.6 Identification of Core Competencies 
Empirical research and conclusions 
The literature study made it possible to identify several core competencies that could 
be developed by short-term insurers to match CSFs that they may consider as 
applicable to them. Each of the processes described in the questionnaire was 
considered to relate to a possible CSF, and presented to respondents as scenarios or 
different approaches used in practice. The extent that the process was preferred in the 
responses was then construed as a core competency for that insurer. 
The objective of this section of the questionnaire was to find the processes that have 
the most support for a given CSF, and then to define these processes as indicating a 
core competency to be developed. The extent to which the CSFs could be matched 
to the core competencies could then be related to the degree of success of the 
respondents' companies. 
Several tests were performed to determine whether there are significant differences 
between the responses from successful and unsuccessful insurers. These tests were 
firstly performed on the responses for section B of the questionnaire, these being the 
strategic processes used by short-term insurers. Secondly, the tests were also 
performed in section C, which deals with the operational processes. 
In each of these tests, the null hypothesis of equality in the means of responses was 
tested using at-test. None of the samples tested showed sufficient grounds to reject 
the null hypothesis, hence the conclusion is drawn that, seen in general, successful 
insurers did not respond noticeably differently from unsuccessful insurers. The use of 
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an alternative one-tailed t-test for establishing whether successful insurers returned 
higher mean scores than unsuccessful insurers still gave no indication that the null 
hypothesis should have been rejected. 
Table45 
Strategy 
Ooerational 
Table of the means of successful and unsuccessful insurers' overall responses on strategy and 
operational issues, with the one-tailed level of significance for each t-test. 
Meanµ p 
-2 
Successful Not Successful 
68.0000 67.6486 .469 
67.6471 66.3784 .043 
This result points to a high degree of congruency between the views of the senior 
managers in successful and those in unsuccessful insurers. 
11.9.6.1 Strategy 
The first section of the questionnaire focuses on the strategic factors the influence that 
:financial success of a short-term insurer. The means for successful and unsuccessful 
insurers were again not significantly different. 
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Table46 
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Table of the means of successful and unsuccessful insurers' responses on strategic factors that 
influence the financial success of insurers, with the one-tailed level of significance for the t-test. 
Meanµ p 
-
2 
Successful Not Successful 
II Strate11ic factors 37.9412 39.1351 .181 
This result indicates that there is some consensus between successful and unsuccessful 
insurers with regard to the influence of strategic factors on their financial success. 
11.9.6.2 Strategic processes 
The strategic planning process may vary in detail. Section B2 of the questionnaire is 
aimed at finding the extent of support that various processes have in the short-term 
insurance industry. While these scenarios are not totally exclusive, successful insurers 
could possibly be able to follow specific strategies more intently than unsuccessful 
ones. 
Table47 Table of the means of successful and unsuccessful insurers' responses on strategic processes 
employed by insurers, with the one-tailed level of significance for the t-test 
Meanµ 
Successful Not Successful 
p 
2 
H Strategic processes 30.0588 28.5135 .110 
Again, the means of the two samples were not found to differ significantly. At the 1 O 
percent level of significance, there appears to be some support for the alternative 
hypothesis that the successful insurers responded with higher scores for the various 
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scenarios. Successful insurers therefore could appear to use their chosen strategic 
processes more intently. 
11.9.6.3 Underwriting 
The various methods presented to the two samples were not used noticeably differently 
by either group. 
Table 48 Table of the means of successful and unsuccessful insurers' responses on underwriting 
methods employed by insurers, with the one-tailed level of significance for the t-test. 
Meanµ p 
-
2 
Successful Not Successful 
II Underwritina methods 20.1765 20.3514 .-4<!7!'; 
11.9.6.4 Reinsurance 
Reinsurance can be used for various purposes, but the means of the responses for 
unsuccessful insurers were not significantly different from those presented by 
successful insurers. 
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Table49 
11.9.6.5 
Empirical research and conclusions 
Table of the means of successful and unsuccessful insurers' responses to the purpose of 
reinsurance, with the one-tailed level of significance for each t-test 
Meanµ 
Successful 
14.0000 
Reserving 
Not Successful 
13.9730 
p 
2 
.482 
The means of the successful insurers could be seen, at the 1 O percent confidence level, 
to indicate that they responded more positively to the methods of reserving presented 
in the questionnaire. Unsuccessful insurers also apply these methods to a lesser extent. 
This may be one of the reasons for their relatively poor financial performance, as they 
would not be able to build up the financial base necessary for generating investment 
income and providing the capacity for risk that would follow if the reserves were 
better managed. 
Table 50 Table of the means of successful and unsuccessful insurers' responses to methods of reserving 
employed by insurers, with the one-tailed level of significance for each t-test 
Meanµ p 
-
2 
Successful Not Successful 
II Reservina methods 15.8529 14.5406 .1010 
The lower value of p achieved in this section indicates a greater variety of responses. 
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11.9.6.6 Investment 
There were fewer options presented to respondents for investment processes, but the 
pattern of no significant differences in the means for unsuccessful and successful 
insurers is also repeated here. 
Table 51 Table of the means of successful and unsuccessful insurers' responses to methods for 
managing investment portfolios employed by insurers, with the one-tailed level of significance 
for each t-test 
Meanµ p 
-
2 
Successful Not Successful 
Methods for 
managing investment 17.6176 17.5135 .. 4685 
portfolios 
11.9.6. 7 Additional core competencies identified by respondents 
Although the questionnaires dealt at some length with possible processes and core 
competencies identified in the literature study, each section of the questionnaire also 
allowed a free-format response area These areas were intended to allow for responses 
where respondents felt they had a contribution to make that was not addressed in the 
prepared questions. 
This section will list each of these free-format responses in the sections where 
respondents raised them Where a response appeared in more than one questionnaire, 
a number will appear next to it. 
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a Strategy 
There were more responses for this free-format section than for any of the other 
sections. The respondents appear to have used this section to mention issues they felt 
strongly about before they had had the opportunity to discuss the issues to subsequent 
sections in the questionnaire. To make the number of responses manageable, 
responses that were considered to have been misplaced were reallocated to the 
sections for which they had been used. Items that had already been answered in the 
prepared questions were ignored. 
The following free-format responses were recorded under the heading of strategic 
influences: 
• the ability to innovate products 
• client service (two responses) 
• consistent management philosophy 
• economic cycles of the country 
• flexibility - knowing the consumer's needs and responding to them (two 
responses) 
• geographical distribution of policies 
• human resources (two responses) 
• ignorance of black house owners 
• management information systems (two responses) 
• management competencies (four responses) 
• multinational group 
• niche focus 
• profit driven 
• responsiveness to changes in the market 
• socioeconomic factors 
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• staff morale 
The focus on customers' needs and the ability of insurers to respond to their needs is 
an interesting theme in these free-format responses. In addition, an awareness of 
having a organisational structure that allows flexibility for these influences emerged. 
The quality of human resources is clearly of primary concern to the respondents. 
b. Strategic processes 
The following free-format responses were recorded under the heading of strategic 
processes: 
• plans are prepared independently for divisional strategic business units 
• we 'zero base' our budgeting process each year (two responses) 
• analyse market developments 
• environmental analysis 
This section of the questionnaire elicited considerably fewer free responses. For many 
of these respondents, the budgeting process and the strategic planning process appear 
to be interlinked. 
c. Underwriting 
• we target niche markets using detailed profiles of those markets (two 
responses) 
• contain claims leakage 
• controlled medical costs 
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• Underwriting is done using the cost of risk method . 
• 
• 
• 
• 
Detailed inspections of risks are performed and the risks are then 
underwritten. 
International bum/loss cost models are used . 
Actuarial projections are made of future losses . 
Past claims experience in the industry, and with the insured, are taken into 
account (two responses). 
• claims assessments and costs are analysed. 
• We use management information with emphasis on underwriting activities. 
d. Reinsurance 
• We use reinsurance expertise when entering markets that are unknown to us. 
This partnership allows expansion. 
• We use structured reinsurance. 
• Reinsurance protects our net account. 
• Reinsurance has a smoothing effect on results. 
e. Reserving 
• The calculation of our IBNR depends on seasonal influences. 
• We use the Link ratio method for premium reserves. 
• An IBNR for expected claims is calculated actuarially. 
f. Investment 
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Investment strategy forms part of the overall five-year plan and is measured 
against that plan. 
The investment portfolio is managed . 
Investment strategy and performance are analysed (two responses) . 
The choice of investments is important. 
11.9.7 Matching of CSFs and Core Competencies 
The CSFs identified in this study should not be viewed in isolation. They need to be 
brought into the context of the processes (or core competencies) that insurers must 
develop to maximise their potential. The following section will therefore deal with the 
processes discussed in the preceding section of this chapter. Individual insurers may 
be able to identify more such competencies in response to the CSFs that they may 
regard as applicable to themselves. 
11.9. 7.1 Competencies related to obtaining the co"ect premium for the risk 
Pricing methods for short-term insurance were discussed in detail in Chapter 4. In that 
chapter several methods for rating risk that are available to underwriters were 
suggested to make it possible for insurers to match their premium incomes to the 
losses that those risks will produce. Several items in the questionnaire therefore 
focused on this crucial issue. 
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a. Support for the target rate of 
return method of setting 
premium rates 
Figure 57 shows the extent of support 
for the target rate of return method of 
setting premium rates in terms of the 
mean scores allocated to this method. 
This result is at odds with the CSF of 
obtaining the correct rate for the risk 
identified in this study as the most 
important by the South African short-
Empirical research and conclusions 
Figure 57 Extent of support for the Target rate of return 
method of setting premium rates. 
Absol 
0 5 10 15 20 25 
term insurance industry. Chapter 3 showed that the target rate of return is based on 
historical results and it was found that it does not consider the time value of money. 
The support for this method is probably because of its simplicity and easy application. 
Conclusion 6: The target rate of return method appears to be the most 
commonly used method amongst the respondents for setting 
premium rates. 
b. Support for the discounted cash flow method of setting premium rates. 
The time value of money has been used in the USA as one of the bases for setting 
premium rates in the state of Massachusetts since 1982. From the responses received 
in this research, the South African short-term insurance industry also appears to be 
using this approach on a reasonable scale. 
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Conclusion 7: The majority of respondents used the discounted cash flow 
method of setting premium rates only to some extent, or not 
at all 
-----·----· ·---···-·-·-·----·-·-·-·····------······---·-············ 
Given the availability of the Figure 58 Extent of support for the discounted cash flow 
theoretical base in the literature on the 
calculation of a discounted cash flow 
approach, one can expect this method 
to become more popular in time to 
come. With their extensive computer 
systems and access to data, short-term 
insurers should be able to develop 
models that will incorporate the time 
value of money on a wider scale. 
method of setting premium rates 
Reasonabl 
0 6 10 15 20 26 
c. Support for using CAPM to arrive at a risk-adjusted premium. 
More than a third of the respondents reported that they used a risk-based approach for 
the process of setting premium rates. However, the rest of the sample used the 
method only to some extent, or not at all. The use of the CAPM approach was not 
explicitly dealt with in the questionnaire, and a rate-setting scenario was formulated 
that uses its principles instead. 
-······-··---·-··------·--·---····--·····--···· ·-·-·-···-··-·····] 
onclusion 8: Respondents did not widely use a risk-based approach to 
premium rate setting. 
........ ·-·······-··-- ·-··-··----···---········· 
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The use of a risk factor was also used Figure 59 The extent to which respondents use a risk-
based approach for establishing their 
in the section of the questionnaire underwriting and investment portfolios. 
dealing with investment. 
Reasonabl 
0 6 10 15 20 26 
d. Support for the option pricing theory. 
The option pricing theory discussed in 
Chapter 3 has several advantages in 
the pricing of insurance. However, 
the responses to the questionnaire 
indicate that the South African short-
term insurance industry is not using 
this approach. A small minority of 
respondents (five) indicated that they 
used the method "largely" and only 
one reported that he or she used the 
method "absolutely". 
Figure 60 The extent to which respondents use an 
Options Pricing approach for setting 
premiums and selecting risks 
Reasona 
0 5 10 15 20 25 30 35 40 
Forty-one respondents did not use the method at all. One of the underlying reasons 
for this response could be the sophistication of the method and its novelty. Not many 
instances of its use could be found in the literature. Development of a more practical 
application of the approach could lead to its wider application. This is a possible 
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subject for more research in the future. 
Conclusion 9: The Options Pricing approach to setting premiums is not 
widely used by the South African short-term insurance 
industry. 
e. Recognition of the effect of time lags on insurance pricing decisions 
Time lags have a considerable effect 
on the setting of premiums and 
underwriting terms, as shown in 
Chapter 3. The respondents in this 
study were evenly spread in their 
acknowledgement of this factor. 
Over 40 percent of them said that 
they incorporated time lags in the 
process, while a similar percentage 
( 41.3%) indicated that they did so to 
some extent only, or not at all. In 
Figure 61 The extent to which the effect of time lags is 
incorporated in to the calculation of 
underwriting terms. 
Reasonabl 
0 6 10 16 20 
view of the long lead times that the insurance contract terms imply, a greater 
awareness of the effect of time lags would have been expected. It is possible that the 
South African short-term insurance industry has moved more towards monthly 
renewable contracts that may be adjusted more readily and frequently. 
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11.9. 7.2 
Conclusion 11: 
Empirical research and conclusions 
Time lags are important to some insurers, while 
others regard them as unimportant, possibly because 
of their ability to adjust rates faster as a result of the 
types of policy they underwrite 
····--···--·-········-----
Competencies related to the quality of underwriting information. 
Most of the respondents regarded the quality of underwriting information available to 
the insurer as an important competency for a short-term insurer. 
Conclusion 11: Respondents rated the need for quality of 
underwriting information highly. 
This result is not unexpected, given that the underwriting processes are largely based 
on the historical information to which the insurer has access. Insurers would therefore 
be concerned with setting up information systems that support their underwriting 
processes. 
11.9. 7.3 Competencies related to the socioeconomic environment 
The socioeconomic environment is clearly a concern for South African short-term 
insurers. The effects of inflation and crime on their financial results must present 
particular problems on their planning and budgeting processes. Of the 42 respondents 
who regarded the socioeconomic environment as a CSF, 32 indicated that they paid 
more than average attention to the identification of factors that will impact most on the 
achievement of their objectives. The same group use a process of analysis of their 
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strengths and weaknesses extensively - 36 use this method frequently. 
---··---··-····----------·--··---··--·············----··········--········ 
Conclusion 12: Respondents regarded the socioeconomic 
environment as an imponant factor for setting their 
strategies. 
However, there was less support for underwriting methods involving projection of 
claims into the future and using present discounted values to underwrite risk. The 
majority of the group (35.7%) that chose this CSF used the method to some extent, 
while 33.8 percent used it "largely" or "absolutely". A percentage of 14.3 did not use 
the method at all. 
11.9. 7.4 Competencies related to computer systems 
The requirement for the quality of underwriting information is probably complemented 
by the choice of this CSF. Technology is becoming increasingly essential to insurers 
because they need to analyse their complex businesses better. The resources of an 
insurer were therefore regarded as having considerable influence on its financial 
success by 57.4 percent of respondents who chose this CSF, while 19.1 percent 
indicated that such resources have an extensive influence on its success. Of course, 
these resources are not limited to computer systems alone. 
Computer systems are used for the analysis of risk and loss data and the respondents 
who chose computer systems as a CSF also used the method of applying historic loss 
ratios to arrive at a desired profit margin. Of those who selected this CSF, 51.1 
percent used this method "largely" or "absolutely". However, their systems were not 
used to the same extent to project discounted cash flows. Only 29.8 percent of 
376 
Chapter 11 Empirical research and conclusions 
respondents used that method to the same extent as basing it on historical data. 
11.9. 7.5 
Conclusion 13: Respondents regarded computer systems as 
important for the analysis of past results for rating 
decisions. 
Competencies related to management expenses lower than those of 
competitors 
Respondents indicated strongly that administration costs should be kept low. The 
ability to do this was not allocated a score ofless than 3 by the 35 respondents who 
chose this CSF. In view of the constancy of the expense ratios for the industry 
revealed in Chapter 7, this concern with lower costs should perhaps be seen as a 
measure of preventing increases in costs. Such increases would place pressure on the 
earnings of insurers. 
[:·-·-···········-···-······-·-·······-·--····-·-············-·····-·······--·····---·-----·····-·-··---···---······] nclusion 14: Respondents regarded low administration costs as important for financial success. 
--·-·-····-··-···· ·······-···-······----·······--·····-·····-· 
11.9.8 McKinsey stage of planning sophistication 
Four scenarios, each representing a stage in the McKinsey classification for planning 
sophistication were presented in the questionnaire. Respondents were required to 
indicate the extent to which each planning scenario applied in their company's 
organisation. The means ofresponses were 3.89 for stage I, 3.82 for stage II, 3.56 for 
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stage III and 3.05 for stage IV. 
Conclusion 15: The South African short-term insurance industry 
appears to be still predondnantly in stages I and II of 
the McKinsey model, with some movement to the 
higher stages. 
-···-··········-········-----·-····-··--···-··-·······················--···--······-····-····-··-·····-·······-······ 
This finding corroborates the findings of Beetge (I 990:443) that the South African 
short-term insurance industry is still primarily in stages I and II. However, the 
relatively higher scores for stages m and IV found in this study may indicate that there 
is progress towards these stages. 
This shift could have been the result of the pressures on the industry to adopt better 
strategic planning methods, as Beetge (I 990:443) had suggested would happen. 
11.9.9 Causes of the underwriting cycle 
The selection of the correct premium for the risk as the most CSF leads to the 
underwriting results delivered by the industry. Clearly, the existence of the 
und~~~~L~~~_ demonstrates the inability of the So~ African sho~term 
i!J:~':!!an<;~-i!!~~_!Q__I!!_~~!!Jh~_pr~mi~ .. wr!®!l !QJ:P.Jt~~ llJ!.Qef.Mitten. This 
inability to act appropriately may be explained by the extent to which the industry 
recognises the causes of the cycle. 
Conclusion 16: The pricing of underwriting risk is not done 
successfully by the South African short-term 
insurance industry. 
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The specific theories underlying the underwriting cycle found in the literature were 
tested by presenting to respondents scenarios containing the essential elements of each 
theory. 
11.9.9.1 Suppo11 for the Perfect Markets/Rational Expectations Theory. 
Section 11.9. 7.1 b above showed that projections of future losses and costs are used 
to some extent as a pricing mechanism by the South African short-term insurance 
industry. In addition, the availability of information about trading conditions and 
competitive advantages appears high in view of the relative small size of companies 
active in the industry. 
Conclusion 17: The low incidence of insurers that discount possible 
future cash flows indicates that there is not much 
suppo11 for the perfect markets/rational expectations 
theory. 
Figure 62 Support for the projection of unexpected 
11.9.9.2 Suppo11 for the institutional losses of the past into the future 
rigidities theory. 
Respondents clearly supported the 
projection into the future of past 
losses and especially unexpected 
losses, such as catastrophes. This 
result is shown in Figure 62. As 
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shown in Figure 58 above, the projection does not necessarily involve a discounting 
process. 
The tendency of using past results to price the risks of the future would be complicated 
by the time lags involved in applying corrective measures if required. The underwriting 
cycle in South Africa could be the result of this approach. 
11.9.9.3 
Conclusion 18: Most South African short-term insurers use their 
past experience of underwriting results to set 
insurance rates . 
............. ___ ,, ________ ,, ..................................... ______ .......... _ ................. __ _ 
Support for the capital market imperfection theory. 
The capital markets imperfection theory holds that the underwriting cycle is caused by 
insurers pricing their insurance contracts in inverse proportion to the returns available 
in the general market. In terms of this theory surplus profits would be fed into a 
financial base which would then result in investment profits that are less risky than the 
profits to be made from underwriting. The basis for this theory is a link between the 
risk (beta) of the underwriting and the risk (beta) of investment. According to this 
theory underwriting profits oscillate as insurers react to the general market from a 
position of imperfect competition and inadequate information. Little support for this 
theory was evident among respondents. 
----··--·····--·----·····--·-····-······--·-·--···---·--·:]···--· 
onclusion 19: There was little support among respondents for the 
Capital Market Imperfection Theory. 
---·--- -··--·-·-····-··-··-·········---·----··-··-·-·----·· 
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11.9.10 Reinsurance benefits 
The literature study identified 
several benefits that insurers can 
derive from using reinsurance. 
The responses to these questions 
are shown in Figure 63. Identical 
responses were received in relation 
to using reinsurance to pass on 
losses that insurers are not able to 
underwrite profitably, and the use 
of reinsurance to increase their 
underwriting capacity. These uses 
Figure 63 Responses for the uses of reinsurance for short-
term insurers. 
Absolutely 
Largely 
Reasonably 
To some extent 
Not at all 
~ Spread the risk ~ Improve solvency 
E3j Increase capacity 
are therefore seen as interchangeable. Similar response patterns were found for using 
reinsurance to spread the risk, with slightly more positive responses counted for this 
benefit. 
However, a reverse response to the other uses of reinsurance was found for using 
reinsurance to improve the solvency position of the insurers surveyed. Reinsurance 
was not widely used for this reason. The insurers surveyed may have sufficient 
solvency margins not to resort to reinsuring, or they may not be aware of the method. 
Conclusion 20: The insurers thaJ participaJed in the study use 
reinsurance to spread the risk among many insurers, 
and to increase their capacity for risk. 
------···--·--·-----------
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11.9.11 
Conclusion 21: Reinsurance is not widely used for improving 
solvency among the insurers that participated in the 
study. 
Management of investment portfolios 
Although more insurers, successful or not, manage their own investment portfolios, 
there were no significant differences between the samples of successful and 
unsuccessful insurers regarding their choice of management of their investment 
portfolios. A Pearson test provided a p-value of .30722, which is well within the 
confidence level of I 0 percent. A hypothesis of equality between the samples could 
not be rejected. 
Table 52 The extent to which successful and unsuccessful insurers manage their own investment 
portfolios 
Don't manage own portfolio Manage own portfolio 
Successful Insurers 47.10% 52.90% 
Unsuccessful Insurers 35.10% 64.90% 
Short-term insurers therefore appear to do no worse by employing the services of 
specialist investment managers, as opposed to using own resources for this task. 
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Conclusion 22: 
Empirical research and conclusions 
Unsuccessful insurers may consider allowing 
specialists to manage their investment portfolios, as 
most of them manage their own portfolios, while 
successful insurers appear more evenly split in their 
choice of who performs this task for them. 
·······-······--·······----·····-·············-·-.. ·······················-·---··------··-··········--······-········-
11.10 SUMMARY 
This chapter dealt with the testing of the CSFs found during the literature search on 
an empirical basis. A questionnaire was used to survey the top management of the 
insurers active in the South African short-term insurance industry and thus determine 
their views. The questionnaire was constructed to enable rating of the CSFs identified 
before and to determine the core competencies that insurers must develop to compete 
effectively in their industry. 
The persons polled in the survey were all prominent in the management of their 
companies. These companies were classified on the basis ofROSF (defined in the 
Chapter 9) according to their relative degree of financial success. The entire sample's 
results were then evaluated along with subsamples of the successful versus the 
unsuccessful insurers. 
The extent to which no differences could be found between the subsamples indicates 
a high degree of consensus between the groups. The critical factors chosen do not 
vary greatly between the subgroups, and it could be concluded that the level of 
consensus may indicate a high degree of validity to the results. It is not clear how both 
successful and unsuccessful insurer could agree on the CSFs for their industry and also 
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on the core competencies required for success. The factors that the senior managers 
polled identified, while significant in their opinion, therefore may not have a primary 
bearing on the financial success of these insurers. 
Is also possible that the respondents are aware of the CSFs for their industry, but that 
. 
they are not able apply this knowledge in practice. A similar limitation may exist as 
far as the development of core competencies for their individual companies is 
concerned. 
The CSFs prioritised by the respondents bear primarily on internal aspects of the 
management of short-term insurers. The socioeconomic environment was one of the 
critical factors, but the lack of emphasis on the strategic forces bearing on the industry 
was a surprising result. 
In view of the level at which investment income supplements the varying underwriting 
results of the industry, one would expect more emphasis on the factors surrounding 
the investment process. From the analysis in Chapter 8, it was shown that the 
underwriting and investment portfolios could complement each other in a risk-adjusted 
portfolio. The overall level of riskiness of each of these portfolios could be thought 
to have relevance for the insurers surveyed, but the respondents rated the degree of 
financial risk assumed in the investment strategy considerably lower than the pricing 
of the underwriting risk- which was regarded the most critical of the success factors 
rated by respondents. 
The same observation can be made on the importance of reserving. The reserving 
processes, both for the calculation of the incurred losses for arrival at an underwriting 
result and for reserving for losses to come was shown in Chapter 6 to be a vital feature 
of short-term insurance. The reserving processes are at the heart of the uniqueness of 
short-term insurance in financial management terms. The responses to the 
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questionnaire, however, showed a low regard for the importance of these features. 
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CHAPTER12 
SUMMARY AND RECOMMENDATIONS 
12.1 INTRODUCTION 
This chapter will contain an evaluation of the research conclusions of the study in 
relation to its objectives and hypotheses. Recommendations based on these 
conclusions will be proposed that will result in improved financial results for South 
African short-term insurers. These recommendations will contribute to management 
science generally, and in particular to management science as applied in the business 
of short-term insurance. 
Suggestions will finally be made for future research that may develop some ideas for 
the improvement of the management of South African short-term insurers. 
12.2 AN EVALUATION OF THE RESEARCH CONCLUSIONS 
The goals of this study were stated in Chapter 1 as follows: 
1. to study the literature on :financial management in short-term insurers, on 
strategic planning and on CSFs, with particular emphasis on the methods 
employed by short-term insurers to realise their financial strategies 
2. to investigate the net income history of the South African short-term insurance 
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industry and to identify insurers that are financially successful 
3. to discover and identify possible financial CSFs for South African short-term 
msurers 
4. to evaluate the validity of the CSFs identified 
A value cycle approach was followed throughout the study and the chapters follow this 
structure in their content. Chapter 2 investigated the literature on CSFs. After an 
introduction to the processes inherent in the short-term insurance industry in Chapter 
3, Chapters 4 to 9 focused on the literature on the various operational aspects of the 
business of short-term insurance, with emphasis on the cash flow implications of each 
of these aspects. Thus, the underwriting, reinsurance, payment of losses and expenses 
of management are reviewed. This is followed by an overview of the measurement 
of financial success concentrated on the short-term insurance industry. 
Chapter 1 O was devoted to a discussion of the valuation of short-term insurers, 
culminating in the proposal of a Value at risk approach. The chapter contains an 
analysis of the financial results of the insurers listed on the Johannesburg Stock 
Exchange in respect of their share values and financial results. 
With no similar empirical research apparently available on the CSFs for the South 
African short-term insurance industry, it was also necessary to undertake empirical 
research among the senior managers in the industry to assess their awareness of their 
CSFs and the processes they use to build relevant competencies to address those CSFs. 
The design of this research and the statistical processing of the results are contained 
in Chapter 11. 
The conclusions of the study will now be summarised and evaluated as to its 
objectives. 
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12.2.1 CSFs identified 
The primary research hypothesis proposed is that CSFs exist for the South African 
short-term insurance industry. In Chapter 2 it was found that identification of its CSFs 
is a crucial part of the strategic planning process for an industry, because that 
identification process forms the basis for the development of its core competencies. 
The following success factors were identified for South African short-term insurers: 
12.2.1.1 Risk 
The underwriting cycle is evidence of the difficulty experienced by the short-term 
'--.-.-.. "' ·-~-~,~~·~-·~ "--~·~··~··---~--~--~•M_, __ -• '-·~-·-,,,,·~~·~"-----.. -----~·-·-----··~-•·-~--~·• 
insur~c:~~ustry ~ _ _price _ris~ a,<!~q~t_e~:_Jhe pricing problem is exacerbated by the 
market forces that operate in the industry. The emphasis placed on the correct pricing 
of risk by insurers that participated in this study supported this view. 
Allied to the need for the correct pricing of risk is the need for dependable and current 
information on the risks underwritten and the contribution that each additional risk 
makes to the future cash flows of the insurer. From the empirical research conducted 
for this study, the favoured method of pricing risks in the South African short-term 
insurance industry is the projection of past results into the future. This approach, 
however, does not consider the time value of money or the nature of the insurer's own 
systematic risk. While the pricing of risks is therefore recognised as a critical factor, 
the means of pricing on a scientific basis seems elusive in practice. Several models 
available for the pricing of risk, of which the discounted cash flow method, the capital 
asset pricing model and the option pricing model are examples. There seemed limited 
support for these methods in the industry. 
Strategic pressures such as market capacity and competitive pressures may inhibit 
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proper selection and pricing of risks. Although not selected as critical, factors such 
"'"·-· ------· .... "~ -- ··-·· - -----· , .. "' -·--· -·-··-···-····-·-
as the power of brokers and the level of competition among insurers were rated higher 
than, say, the degree of risk assumed in the investment programme. 
The availability of apposite underwriting information is also crucial in the pricing 
decision. Several participants in the study said that their information systems were of 
vital importance. Their ability to establish the extent of the risk, based on their 
previous underwriting experience, depends on the quality of the historical data 
available and the sophistication of their statistical analyses of this data. 
Short-term insurance companies depend on the income generated from investments 
'----·-·----·-------------------------------·,--··-·--·----------~-·-·-M" .. _" ____ ,__ 
~c_>_sup_p~~-~~~-~~erwriting_~~~~~es. The returns obtained historically from 
investment by the industry have shown a lower level of risk than those obtained from 
its underwriting activities. Investment income, having a lower risk, thus lowers their 
overall risk and enables insurers to underwrite risks that they may not have taken 
without investment income. These two portfolios should therefore be managed as 
a combined portfolio so that the overall risk can be minimised to below the minimum 
levels attainable than if any of the two were operated independently. 
The exact point oflowest portfolio risk depends on the weighting, or contribution, that 
each component of the portfolio takes up of the total. There is a point at which the 
weighting of the underwriting activity and of the investment activity results in an 
optimum low risk. This weighting between the portfolios is crucial to the successful 
operation of the insurer. Short-term insurers could use the underwriting portfolio to 
generate cash flow into the investment portfolio, but only to the extent that the risk on 
the underwriting portfolio does not increase to the point where the value at risk 
becomes more than the shareholders can bear. Since the underwriting activities are 
generally riskier than the investment activities, a cavalier attitude to underwriting may 
result in extreme losses. The investment portfolio will then have to subsidise these 
losses. 
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Insurers surveyed in this study did not regard the investment function as particularly 
important to their financial success. In the ranking of possible success factors, the 
contribution of the investment activity was rated below factors such as the cost of 
reinsurance and the expense ratios of insurers. In addition, many insurers also do not 
manage their own investment portfolios. The contribution made by the investment 
activity to overall net income was similarly rated as being relatively low. 
12.2.1.2 The capital base 
The shareholders' funds of the insurer represent the "buffer" available for the 
llllderwriting risk. The premiums paid by insureds could be used entirely for payment 
of claims and the expenses of marketing and management. However, if the losses 
exceed the premiums collected the shortfall must be recovered from the asset base of 
the insurer. The shareholders' funds are therefore an indicator of the financial strength 
of the insurer. 
Regulators commonly stipulate a statutory minimum for the level of capital available 
to support a certain level of premiums written. This solvency margin is calculated 
as the shareholders' funds less liabilities as a proportion of the written premium less 
any approved reinsurance. 
The solvency requirements effectively limit the growth rate of an insurer to the 
additional premiums that may be written within a given capital base, while still 
preserving the statutory minimum solvency ratio. The asset base is therefore an 
essential factor in the fmancial success of a short-term insurer, because it dictates 
both the extent of risk that the insurer can llllderwrite and the ability of the insurer to 
pay losses on the risks undertaken. 
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12.2.J.3 Leveraging shareholders' funds and policyholders' funds 
Policyholders' funds should be supplemented by shareholders' funds to ensure that the 
risks underwritten can be covered by own capital. This is the reason for the solvency 
requirements universally required by the regulators of short-term insurance. The 
minimum solvency represents the financial strength of an insurer. 
The need to build shareholders' funds in certain proportions to the 
policyholders' funds was found to be essential in maximising the return for the 
shareholders. Where the proportion of own capital to loan capital represents a gearing 
factor for other industries, the proportion of shareholders' funds to the policyholders' 
funds represents the insurer's gearing factor. The leverage provided by this gearing 
factor was found to be particularly strong for insurers, as policyholders' funds 
represent capital put at the disposal of the insurer at no cost by the policyholders. 
A strong leverage ratio will result in returns for shareholders proportionally greater 
than those achievable for lower geared insurers, given similar financial results. 
However, these gearing factors also increase the risk of loss. Financial losses will be 
magnified for higher geared insurers. If an insurer is certain of a reasonable combined 
net income, it can afford to gear the operation higher than would be prudent if its risk 
was higher. The optimum level will vary from insurer to insurer, and can be 
determined using the portfolio risk profile approach detailed in this study. 
The extent of the shareholders' funds also has a bearing on the solvency of a short-
term insurer. The solvency of the insurer is an indicator of its financial strength and 
forms the basis used by regulators to limit the amount of premiums that an insurer can 
write. 
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12.2.J.4 Cash Flows 
Respondents to the empirical research for this study regarded their ability to control 
their management expenses as a critical factor. Given that these expenses are 
relatively stable as a percentage of earned premiums, this emphasis is probably 
because of the requirements of prudent management. The analysis of insurers' 
financial results showed a wide variation in their expense ratios, with the unsuccessful 
insurers showing more concern for this factor. Successful insurers can probably afford 
a more lenient approach to managing their costs because of their better profit margins. 
The management of their management expenses is not the only factor identified. 
Although too few insurers regarded control over their claims settlement processes as 
critical, this factor was still regarded as more important than factors such as reserving 
and investment. The underwriting results of the industry were of particular concern 
for respondents in the survey. The empirical survey for this research study was 
conducted at the end of 1995, when the South African short-term insurance industry 
had just experienced a disastrous underwriting year. Their losses were experienced 
in an environment of a depressed economy and a rampant crime wave. These factors 
were therefore an important feature for the industry and must have made the rating of 
risks particularly difficult for underwriters. The negative cash flow arising from these 
claims had obviously deeply affected the industry. 
The level of strategic planning evident from the research for this and the study of 
Beetge (1990) is inadequate in the South African short-term insurance industry. The 
factors selected by respondents as critical were also mainly internally focused, 
although there appears to be an improvement in the quality of strategic planning in the 
industry. It is therefore not surprising that the industry regards operating efficiency as 
important while placing less emphasis on the developments for financial success such 
as the role of investment and the need for better risk pricing methods. 
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Factors that are critical to the financial success of short-term 
insurers were identified in this study. The capital base of an 
insurer, its financial leverage, the size and directions of its 
cash flows and the overall risk it is exposed to will affect its 
financial success. 
12.2.2 CSFs evaluated 
The CSFs discussed above were evaluated in the empirical research for the study, and 
also by reviewing the performance of the short-term insurers listed on the 
Johannesburg Stock Exchange for the possible effect of the CSFs on their relative 
success. 
The responses from the survey showed a high degree of agreement between CEOs and 
their senior functional manager about the objectives and processes in their operations. 
There may be some difficulties in communication between CEOs and financial 
managers on strategic issues, and between CEOs and functional managers in Claims 
and Underwriting on operational issues. The CEOs of respondents' employers were 
in a better position to emphasise communication with their subordinates on these 
issues. 
The survey provided support for some CSFs identified in the literature, although the 
emphasis of the responses was more on internal factors than the broad strategic issues. 
The low ranking of the contribution made by investment income to the overall net 
' 
income was particularly striking in view of the historical contribution that this source 
of income has made to the variable underwriting results over the years. 
393 
Chapter 12 Summary and recommendations 
The need to price risk correctly was an issue highlighted by the literature review and 
also emphasised by respondents to the survey. The variable underwriting results show 
that development of an easy-to-use method incorporating the time value of money and 
the risk that each additional policy written adds to the value at risk for the insurer is 
overdue. The emphasis that respondents placed on the quality of underwriting 
information and computer systems suggests that an infrastructure for improved 
decision models for risk rating is being put in place. 
In view of the emphasis placed by the regulatory authorities on the solvency margins 
of insurers, it was notable that the solvency of insurers was not rated particularly high. 
This may be because of most of the insurers have built up and maintained a healthy 
solvency ratio in the last ten years. This factor should, however, not be disregarded, 
since the capital base of an insurer was found essential as a measurement of its risk 
bearing capacity and its ability to grow. 
12.3 RECOMMENDATIONS 
12.3.1 Measurement of Return on Shareholders' Funds to be adopted 
The traditional measures of financial success such as return on equity and return on 
assets can give a distorted view when used for the measurement of the success of 
short-term insurers. The return on shareholders' funds is more appropriate and should 
be adopted for this purpose. The extent of the leverage provided by policyholders' 
funds held by insurers should be incorporated in analyses of their performance. 
Other ratios that measure operating efficiency of short-term insurers can still be used 
for those ratios can show how the processes that lead to eventual success operate. The 
Du Pont structure developed in Chapter 8 of this study provides an indicator for the 
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types of ratios to use for this purpose. It is recommended that this approach be 
adopted for the measurement of financial success for South African short-term 
msurers. 
12.3.2 Development of a more open strategic approach 
The McK.insey model of the sequential strategic planning stages provides a method of 
evaluating the planning sophistication of an industry. This study found evidence of 
some progress towards more extended planning methods in the South African short-
term insurance industry, but it is recommended that more attention be given to the 
process of strategic planning in the industry. 
12.3.3 Acknowledgement of the contribution of the investment function 
The income provided by short-term insurers' investment portfolios is clearly an 
essential component of their financial results. However, this research found that the 
contribution made by the investment portfolio is underestimated by managers in the 
industry. 
The basis for this situation may be found in the dangers of the practice of "cash flow 
underwriting", where underwriting standards are relaxed to generate cash flow in the 
hope that the funds so generated can be invested at rates that will compensate for the 
inevitable poor outcome for the underwriting account. This process is not supported 
by this study. The research for this study has shown that the investment portfolio 
should be the basis for planning an optimal risk portfolio, balancing the investment 
portfolio risk with the underwriting portfolio risk With the investment portfolio 
presenting a lower risk than the underwriting portfolio, the projected investment 
income should be the basis of any budget for underwriting income. The combined 
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portfolio risk should be calculated whenever financial plans are made. 
12.3.4 Development of improved risk pricing methods 
Obviously, methods that are more appropriate than the simple projection of past 
results into the future, are available. At the very least, discounted cash flow methods 
should be a part of such projections. The use of statistical models would also be an 
advantage. The support for the institutional rigidities theory (for explaining the 
underwriting cycle) found in this study, and the lack of support for the capital market 
imperfection theory and the rational expectations theory shows that risk pricing 
methods that incorporate the principles of those theories should be considered by the 
short term insurance industry. 
12.3.5 Adoption of a value cycle approach 
All the activities of a short-term insurer should be planned so that each contributes 
towards a goal of added value for its clients and ultimately to increase the wealth of 
its shareholders. The process of generating improved cash flows from proper 
strategic planning, leading to measurable profitability and a resultant enhanced ability 
to attract investment in the firm should be the approach adopted by management. 
Over time, the firm will be able to afford to build its competitive advantages and will 
also be able to defend those advantages against the constant attack of competitors 
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12.3.6 Adoption of a value at risk methodology 
The value at risk approach developed for derivatives trading by commercial banks 
holds promise for the management of short-term insurance firms. The approach 
provides a clear and simple method for evaluating the exposures to risk that the insurer 
may assume. It may be possible to develop this idea to the level where each additional 
risk underwritten can be assessed for the added exposure to loss of shareholders' funds 
that it brings to the portfolio as a whole. This approach may help to stabilise the 
underwriting cycle, especially if information systems can be refined to the level where 
the feedback they provide is virtually immediate. This will eliminate the time lags that 
encourage the swings in the underwriting cycles now. 
Sophisticated information systems should be developed for this purpose. The current 
availability of powerful computer systems will assist the development of this 
methodology. The challenge is to use the experience gained by the bankers in financial 
risk management and to apply the lessons learned there to the short-term insurance 
industry. 
12.4 SYNTHESIS 
The operation of short-term insurers involves several processes that are unique to this 
type of business and that generate its cash flow. Examples of these processes are 
reinsurance, claims payment and reserving. These processes were reviewed in this 
study with regard to the value added by each process. 
The measurement of financial success applied to other types of business may also be 
used to detect the degree of financial success of an insurer, but there are characteristics 
that apply particularly to short-term insurers. These differences should be kept in mind 
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when assessment is made of any insurer's financial results. 
Short-term insurers can reserve funds provided by policyholders for future losses and 
expenses. These policyholders' funds are provided at no cost to the insurer and can 
lever its financial results. The adoption of an appropriate financial structure, balancing 
its own shareholders' funds against the policyholders' funds it can keep in reserve, is 
essential for short-term insurers for the maximisation of their profitability. 
Short-term insurers manage two main portfolios - underwriting and investment. These 
portfolios should be managed as a whole to reduce their combined risk, and a portfolio 
approach to their underwriting and investment activities is essential for financial 
success. 
The South African short-term insurance industry's history of oscillating underwriting 
results points to the difficulty of pricing risk adequately. Several methods 
incorporating the time value of money are available and the importance of the 
investment function into the rating process, and these models deserve further 
development to make them more practical and acceptable to short-term insurance 
practitioners. 
12.S SUGGESTIONS FOR FUTURE RESEARCH 
12.5.1 Collation of historical performance data 
Much of the financial performance data required for this study were difficult to find. 
The records at the Registrar of Short-term insurance's offices were available from the 
statutory returns made by insurers over the years, but a coherent database was sorely 
missed. Commercial organisations such as Republic Ratings (now known as IBCA 
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South Africa) provided much of the data. However, many of the ratios required, such 
as ROSF, could not be readily calculated because of the values of invested amounts 
were not available. The only source for these data was the published accounts of the 
insurers. However, many insurers are however unwilling to share this information 
freely, choosing instead to limiting their public disclosure to the statutory returns. 
This is in sharp contrast to the extensive data available in the USA, where detailed 
databases are maintained by the state regulators. These data are also available on a 
quarterly and annual basis from the early years of this century. 
It is therefore suggested that a central computerised database be established by the 
regulators, and that the data-items kept in this database are chosen to allow proper 
historical evaluation of the underwriting and the investment performance of short-term 
insurers over a long period. 
12.5.2 Development of more sophisticated risk rating methods 
This research found that the South African short-term insurance industry's preferred 
premium setting method is the analysis of past results and the projection of these 
results into the future. This approach is simply based on the known cash flows and it 
does not consider the risk element inherent in the portfolio. Methods for determining 
risk in an underwriting portfolio, such as the CAPM, discounted cash flow and option 
pricing models are not widely used in the industry. These models are technical in 
nature and are not seen as practical alternatives to the current projection of past results 
into the future. There are opportunities in research into these models to make them 
more accessible for short-term insurance practitioners. 
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12.6 CONCLUSION 
Identification and incorporation of those factors that are critical for success are an 
essential element of any strategic plan. These success factors can be found for short-
term insurers in South Africa and also for similar insurers elsewhere in the world. 
With the factors identified, insurers can then build the core competencies required for 
their firm to meet their CSFs and to prosper. This study has identified several CSFs 
for the South African short-term insurance industry as a whole and these may provide 
the basis for the identification of CSFs that are applicable to any insurer operating in 
this industry. 
The factors that are critical to the financial success of South African short-term 
insurers have not been the subject of any previous research. These factors were 
identified by means of a literature review, and measures of financial success applicable 
specifically to short-term insurers were developed to separate successful short-term 
insurers from less successful ones. Several approaches to the quantification of 
insurers' systematic risk were developed, culminating in a value at risk approach 
encompassing both the underwriting and investment portfolios. Empirical research 
was conducted in a survey to collect data from the senior managers in the South 
African short-term insurance industry, and their responses were analysed by means of 
statistical methods. 
The study contributes to management science by relating the CSFs identified to the 
financial performance of insurers operating in the South African short-term insurance 
industry and similar insurers worldwide. It also suggests various means of measuring 
financial success in short-term insurers that are more appropriate to this type of 
business than traditional measures. 
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R 292,793 R 315,775 R 371,617 R 378,228 R 456,796 R 572,211 R 678,885 R 781,008 R 900,647 
R 9,198 R 4,002 (R 1,778) (R 1, 143) R 6,039 R 22,812 
(R 118,082) (R 58,474) R90,358 R 190,381 R 126,862 (R 246,531) (R 74,821) R 190,735 R 61,085 
MW~nt1ne&ri&>> .··.·· R 156,632 R 159,526 R203,961 R 281,298 R419,671 R 503,013 R644,573 R572,903 R472,040 
Pro(tt dil sale of in¥e$tMMt > •. · •·•·•·. 
....... ~'f~Jt~~:roiet~n••••·•·•·•.•••.<< .. 
t~$siiil<: ~~!~J < · ·. 
(R 4,016) R237 R 10,334 R 21,130 R 32,564 R 72,685 
(R 4,512) (R 6,027) (R 8,110) (R 10,846) (R 16,986) (R 1,921) 
R38,460 R 101,062 R294,319 R463,151 R639,743 R268,706 R480,036 R 779,216 R603,889 
R 130,875 R 159,610 R 30,529 R 70,019 R 281,509 R 161,134 
R 22,076 (R 773) (R 14,481) R 13,981 (R 121,652) R 4,662 
R310.200 R380.906 R242.668 R396.036 R 619.359 R438,093 
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Appendix A-3 Consolidated Income Statement for the South African short term insurance industry (Real - 1975 - Values) 1975 to 1984. 
1984 / 
R552,052 R588,591 R685,275 R719,783 
R166,303 R187,473 R193,552 R185,948 
R385,749 R401,117 R491,722 R533,835 
L~#' 1n~a.se 1ry f6su~6~ folllf~ > > R29,391 R29,392 R38,988 R25,322 
e~ P.-!!lrii~ .. R309,923 R348,028 R374,886 R387,069 R388,054 R393,714 R356,358 R371,726 R452,735 RSOB,513 
· t.~$$: c1a1&1s incorrect > ··· 
. 6611ttril~16n / •. 
······················f~de~1t1~ ... 1ffi?mei~h~•••··•·.·· 
R200,430 R232,566 R234,202 R243,035 R244,528 R269,569 R264,905 R276,284 R309,039 R362,632 
R59,819 R66,384 R70,828 R68,199 R65,152 R60,306 R48,322 R42,287 R60,098 R66,628 
R61,510 R64,702 R66,233 R67,474 R67,164 R66,811 R61,932 R66,116 R78,341 R85,094 
, Ulldei'Writi69 Prt1fltll.oss > 
·•• tnvestffi~r'lti~bom~···•··•··•·•••·•·· · 
••·· ~r<lfif ()n ~le ~t •11W~rri~iit·•·······.••·. •••••••••••·•••••••••<>•••••·•··•.••••••··•••.· · :::::::. .. ·:·::··.>.::::::::::::.::.::·:·.:>.<::.::_::::::::::<,::_:::::::::::::> .:: ::.:.::: .... ,::·: . :::;::·::::;:.:.::_::::._·::-:.::::: .::-.::::_:::)
(R11,836) (R15,624) R3,623 RS,362 R11,210 (R2,971) (R18,802) (R12,961) R5,258 (R5,840) 
R33,240 R35,293 R35,757 R45,715 
I :~~~iZ~~tai < r• .... R14,438 R22,332 R41,015 R39,875 
Less tax: current i oi!riirrfi~ < ·.· · 
···llJ·~~~--~~·~~············(. 
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Appendix A-4 Consolidated Income Statement for the South African short term insurance industry (Real - 1975 - Values) 1985 to 1994. 
> 1s•s· ······ 1118$ \ 
R750,274 
R187,438 
R562,836 
R26,884 
R535,952 
R407,647 
R76,558 
R86,720 
(R34,974) 
R46,362 
R11,388 
R721,717 
R182,402 
R539,315 
R34,462 
R504,853 
R362,946 
Rn,651 
R78,859 
(R14,603) 
R39,839 
R25,236 
1987 
RB32,349 
R224,054 
R608,295 
R36,967 
R571,328 
R391,674 
RS0,288 
R79,931 
R19,435 
R43,870 
R63,305 
1988 
R826,778 
R224,951 
R601,827 
R26,042 
R575,785 
R389,944 
R75,715 
R72,087 
R1,753 
R36,285 
R53,613 
(R765) 
(R860) 
RBB,273 
R24,944 
R4,208 
R59,122 
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198.9 
RB1B,292 
R211,434 
R606,859 
R26,317 
R580,542 
R408,348 
R74,693 
R75,918 
R665 
R20,918 
R69,748 
R39 
(R1 ,002) 
RB9,703 
R26,527 
(R128) 
R63,305 
·······1990•·············· 
RB12,796 
R196,107 
R616,689 
R18,547 
R598,142 
R471,812 
R79,227 
R83,212 
(R259) 
(R35,851) 
R73,149 
R1,503 
(R1 ,179) 
R37,622 
R4,440 
(R2,106) 
R35,288 
RB73,993 
R194,398 
R679,595 
R28,066 
R651,529 
R487,307 
R88,179 
R85,624 
(R144) 
(R9,437) 
R68,684 
R2,665 
(R1 ,368) 
R60,544 
R8,831 
R1,763 
R49,950 
RB46,013 
R192,974 
R653,039 
R10,268 
R642,771 
R448,408 
R86,069 
R86,501 
R669 
R21,125 
R63,452 
R3,607 
(R1 ,881) 
R86,302 
R31,179 
(R13,474) 
R68,597 
R902,613 
R209,014 
R693,599 
R18,596 
R675,003 
R483,759 
R92,113 
R90,683 
R2,297 
R6,150 
R47,528 
R7,318 
(R193) 
R60,804 
R16,224 
R469 
R44,110 
Appendix A-S Consolidated Balance Sheet for the South African short term insurance industry (Actual Values) 1985 to 1994. 
R585,246 
R 706,987 
R 17,810 
R 1,678,783 
R 845,612 
R 134,373 
R 7,340 
R2,666,108 
R94,252 
R 364,738 
R 222,579 
R 1,467,554 
R209,658 
R67,597 
R 157,509 
R 609,868 
R3,099,503 
R 153,885 
R368,370 
R637,703 
R24,488 
R 1,184,446 
R 1,154,208 
R368,412 
RS0,238 
R66,318 
R 72,917 
R 1,712,093 
R2,666,108 
(R527,647) 
R 745,552 
R 1,405,253 
R 115,525 
R2,702,587 
R 1,012,050 
R 182,530 
R 6,621 
R3,903,788 
R 128,948 
R408,979 
R352,636 
R 1,854,056 
R286,990 
R 67,030 
R 158,166 
R 1,138,706 
R4,266,563 
R 178,510 
R 461,671 
R909,846 
R 35,827 
R 1,585,854 
R 1,396,327 
R 512,160 
R63,603 
R37,637 
R67,852 
R2,077,579 
R3,903,786 
(R491,725) 
. 1$90)/ .·. }1$$1 
R 460,881 R 519,890 
R 759,178 
R 1,601,149 
R 316,606 
R3,137,814 
R 1,156,838 
R 126,360 
R 7,801 
R4,428,813 
R 154,737 
R464,086 
R 627,964 
R 1,836,279 
R334,130 
R 121,849 
R 151,283 
R 1,162,323 
R4,697,914 
R273,930 
R529,284 
R 980,997 
R 61,611 
R 1,845,822 
R 1,612,821 
R523,399 
R 62,148 
R 8,370 
R62,922 
R2,269,660 
R4,428,813 
(R423,838) 
R964,572 
R2,172,546 
R446,445 
R4,103,453 
R 1,372,939 
R 162,664 
R 13,495 
R5,652,551 
R 187,310 
R587,956 
R670,159 
R2,606,242 
R 417,984 
R 126,254 
R 253,561 
R 1,216,998 
R5,879,154 
R 273,412 
R633,177 
R 1,115,320 
R 89,353 
R2,111,262 
R 1,796,396 
R540,995 
R80,886 
R 14,534 
R92,366 
R2,525,177 
R5,652,549 
(R413,915) 
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1"2 
R 778,699 
R 1,071,655 
R 2,383,195 
R 642,495 
R4,876,044 
R 1,468,538 
(R 5,944) 
R 9,218 
R6,347,856 
R 192,095 
R 869,799 
R872,987 
R 2,632,382 
R469,672 
R240,517 
R 218,037 
R 1,370,347 
R6,673,741 
R200,997 
R858,438 
R 1,313,583 
R64,167 
R2,437,185 
R 1,939,334 
R 762,876 
R 110,961 
R60,097 
R90,897 
R2,964,165 
R6,338,856 
(R526,980) 
'''·/1$9$''/· . 
R916,684 
R 2,140,414 
R2,086,520 
R808,263 
R5,951,881 
R 1,662,445 
R 15,843 
R 10,532 
R 7,640,701 
R 205,476 
R 1,162,664 
R 991,037 
R4,325,869 
R 561,838 
R 317,640 
R239,340 
R 479,185 
R8,077,573 
R 246,510 
R938,752 
R 1,240,440 
R 74,141 
R2,499,843 
R 2,140,716 
R 702,745 
R 108,468 
R 89,979 
R 100,283 
R3,142,191 
R 7,640,701 
(R642,348) 
Appendix A-6 Consolidated Balance Sheet for the South African short term insurance industry (Real - 1975 - Values) 1985 to 1994. 
R111,543 
R134,746 
R3,394 
R319,963 
R161,167 
R25,610 
R1,399 
R508,140 
R17,964 
R69,516 
R42,422 
R279,705 
R39,959 
R12,883 
R30,020 
R116,236 
R590,742 
R29,329 
R70,209 
R121,541 
R4,667 
R225,746 
R219,983 
R70,217 
R9,575 
R12,640 
R13,897 
R326,312 
R508,140 
(R100,565) 
1989 :.:,1 111:1111. 
R72,504 
R123,908 
R233,548 
R19,200 
R449,161 
R168,199 
R30,336 
R1,100 
R648,796 
R21,431 
R67,971 
R58,607 
R308,138 
R47,697 
R11,140 
R26,287 
R189,249 
R709,088 
R29,668 
R76,728 
R151,213 
RS,954 
R263,563 
R232,065 
R85,119 
R10,571 
R6,255 
R11,277 
R345,286 
R648,796 
(R81,723) 
R67,022 
R110,401 
R232,842 
R46,041 
R456,307 
R168,230 
R18,376 
R1,134 
R644,047 
R22,502 
R67,488 
R91,320 
R267,035 
R48,590 
R17,720 
R22,000 
R169,027 
R683,180 
R39,835 
R76,970 
R142,659 
RB,960 
R268,423 
R234,540 
R76,114 
R9,038 
R1,217 
R9,150 
R330,058 
R644,047 
(R61,635) 
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1991 /··· 
R65,571 
R121,657 
R274,012 
R56,308 
R517,547 
R173,162 
R20,516 
R1,702 
R712,927 
R23,624 
R74,156 
R84,524 
R328,712 
R52,718 
R15,924 
R31,980 
R153,494 
R741,508 
R34,484 
R79,859 
R140,670 
R11,270 
R266,283 
R226,570 
R68,233 
R10,202 
R1,833 
R11,650 
R318,488 
R712,927 
(R52,205) 
R86,245 
R118,692 
R263,952 
R71,160 
R540,049 
R162,649 
(R658) 
R1,021 
R703,060 
R21,276 
R96,335 
R96,688 
R291,551 
R52,019 
R26,639 
R24,149 
R151,773 
R739,154 
R22,262 
R95,077 
R145,487 
R7,107 
R269,932 
R214,792 
R84,493 
R12,290 
R6,656 
R10,067 
R328,298 
R702,063 
(R58,366) 
. 199i 
R92,298 
R215,511 
R210,085 
R81,381 
R599,276 
R167,386 
R1,595 
R1,060 
R769,318 
R20,689 
R117,065 
R99,784 
R435,558 
R56,570 
R31,982 
R24,098 
R48,248 
R813,305 
R24,820 
R94,520 
R124,896 
R7,465 
R251,701 
R215,542 
R70,757 
R10,921 
R9,060 
R10,097 
R316,377 
R769,318 
(R64,676) 
Appendix B-1: Underwriting profit and investment income history for Commercial Union 
Insurance Company Ltd for the period 1975 to 1994 • 
1976 
191f > 
1978 
1981 
. ·:.·.'.'.·.· ·.·.>>-:-:-:· 
1983 
. 1984 
< 1986 
198t····· 
1989·:•••·· 
1990 
1991 
1992 
1993 > > 
'1994 /···· 
. ·················••Acfu~t•·R~~~ltS(R'ooO)···· /><·•··· 
E. PrE!rn UJW Pr()ffl . lf'lv FIJ.lldS 
R2,380 R16,779 
R24,759 (R1,486) R23,449 
R25,677 R2,547 R26,809 
R27,357 R3,752 R32,839 
R29,800 R2,128 R46,660 
R35,675 (R625) R56,532 
R41,228 (R3,928) R58,277 
R53,154 (R145) R71,029 
R65,149 R4,092 R88,408 
R81,876 (R2,586) R92,175 
R100,854 R507 R135,247 
R141,079 (R2,736) R205,342 
R180,455 R10,895 R246,081 
R220,498 R21,263 R364,979 
R246,802 R11,522 R509,382 
R281,428 (R18,831) R497,850 
R334,295 R5,348 R636,608 
R380,880 R29,509 R619,983 
R405,537 R19, 113 R795,100 
R486710 R13 593 R887779 
..... ·.·.·.·.·.····· .. ·. ··.· 
. . . . .. 
· · 11'1v111c 
R2,100 
R6,519 
R8,099 
R3,298 
R3,468 
R4,465 
R6,356 
R6,811 
R8,739 
R11,210 
R12,307 
R12,456 
R18,097 
R26,113 
R35,073 
R38,338 
R44,500 
R45,061 
R46,289 
R49245 
.
•·.·.··.··U·.·•.·······JW•.·•·.·•.•.·•·.••··.··.··.P·.\···.··.·,:.·.·:.· .. •.;d.······.•···i··.·t .•.••... ·.• . ·.· . U:.:• .. ·.· .. ·•.··.JW···.·. R .. ·•·· ea.:·.R····.···el······~~.•••. 9,·····n75 valii~s)R~~ultS > •.•. ·.· .•. ·.· • \· •• ? > < •:•.· E/Pr~ni u• ~u l~VFul'ld~ / ·. lllvJn¢ MVR~tul'11· 1.JIWoon ll'lvoon 
/ 191~/ /R22,182 R2,380 10.73% R16,779 R2,100 
'l97l R22,265 (R1 ,336) 
.. ·.19#·······•·.···· R20,774 R2,061 
R2,755 
R1,382 
1978 R20,086 
1979 > 
·1990 ..... · 
1&•1··· 
·.··.·.·.· .. · ·.·.·.·.·.·.·· 
1983 
'19 ... ) 
. .. . ..... 
19116< 
::. . .;.·.-:-:-:·.<.·>···· .. -:-:-:-:-:···· 
. 1986. ? .. 
•••...•• :./ 18111 +< 
'lelill 
... ... . . .. 
1$89 
·.·.·.·.· .... ·.·.·.·.·.·.·.·.·.· . 
. '1991··.··········· 
·············.1992.<>·· 
1993 
... ·.·.·.·.·.· .· ... ·.·.·.·.·.·.·. 
.. 199.t 
R19,351 
R20,351 
R20,420 
R22,951 
R25,043 
R28,187 
R29,871 
R35,232 
R38,814 
R42,025 
R41,018 
R40,926 
R42,163 
R42,185 
R40,832 
R44,550 
(R357) 
(R1 ,946) 
(R63) 
R1,573 
(R890) 
R150 
(R683) 
R2,343 
R4,053 
R1,915 
(R2,738) 
R675 
R3,268 
R1,924 
(R1 ,244) 
Std Dev 
Average 
-6.00% 
9.92% 
13.71% 
7.14% 
-1.75% 
-9.53% 
-0.27% 
6.28% 
-3.16% 
0.50% 
-1.94% 
6.04% 
9.64% 
4.67% 
-6.69% 
1.60% 
7.75% 
4.71% 
-2.79% 
0.06353 
2.53% 
R21,087 
R21,690 
R24,111 
R30,299 
R32,249 
R28,864 
R30,669 
R305,631 
R46,561 
R60,819 
R51,280 
R52,930 
R69,562 
R84,658 
R72,398 
RB0,292 
R68,667 
R80,056 
R81,261 
R5,862 
R6,553 
R2,421 
R2,252 
R2,547 
R3,148 
R2,941 
R17,793 
R3,859 
R3,645 
R3,111 
R3,892 
R4,977 
R5,829 
R5,575 
R5,613 
R4,991 
R4,661 
R4,508 
Std Dev 
Average 
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12.52% 0.5313 0.4688 
27.80% -0.2953 1.2953 
30.21% 0.2392 0.7608 
10.04% 0.5322 0.4678 
7.43% 0.3803 0.6197 
7.90% -0.1628 1.1628 
10.91% -1.6178 2.6178 
9.59% -0.0218 1.0218 
5.82% 0.0812 0.9188 
8.29% -0.2999 1.2999 
5.99% 0.0396 0.9604 
6.07% -0.2815 1.2815 
7.35% 0.3758 0.6242 
7.15% 0.4488 0.5512 
6.89% 0.2473 0.7527 
7.70% -0.9653 1.9653 
6.99% 0.1073 0.8927 
7.27% 0.3957 0.6043 
5.82% 0.2922 0.7078 
5.55% -0.0915 0.3316 
0.06726 
9.86% 
Appendix B-2 Underwriting profit and investment income history for Guardian National 
Insurance Company Ltd for the period 1981to1994.115 
H1slJ3·· 
•· .. 1984 . 
<1181· 
191ftf 
.. 19a1 ) 1988. 
·•· .. 190 
1991··· 
.. /1992 
) .. >•:19~.i•••::.:::··· 
···11&4 
Actijall~E!~l.llts (R'ooq) < 
· EOPrern < U/W prc>rrt Inv ful'lds · · .<ln:V Inc 
. 1981 ::::::::::::::.:· ......... .::::·· 66,354 (R 230) 
1982 R 66,697 (R 4,584) 
1983 R 70,352 (R 1, 165) 
1984. R 93,281 (R 4,840) jsas< < R 120,935 (R 8,449) 
1986 R 135,739 (R 7,151) 
..... 
... :1.~.81 .• /.·:·:•·· R 170,531 R 9,528 
••··•• 19aa· R 188,489 R 16,862 
1988 R 269,946 R 9,240 <'199o /···· R 301,268 (R 14,047) 
R 389,216 R 1,596 
R 468,544 R 6,585 
R 646,219 R 1,218 
R 828550 R 19 649 
. ·. · · . · · · · · · · · · · > ~I (19'1'$ vCl1ijE$}Resl.lttS 
R 107,864 
R 138,751 
R 158,629 
R 188,804 
R 175,105 
R 328,203 
R 277,275 
R 347,098 
R 452,328 
R 398,574 
R 407,087 
R 513,666 
R 843,721 
R 904296 
R 4,759 
R 7,630 
R 8,375 
R 11,660 
R 14,931 
R 15,742 
R 18,324 
R 24,314 
R 35,689 
R 44,644 
R 49,038 
R 59,025 
R 63,624 
R 63694 
.·.> .. ·.·.·.·>····· 
~/Pr~m um.Profit UlWR~barnhr.JFuhds 1nri1ric< ln\'R~turn 
R 84,463 (R 114) 
R 116,557 (R 1 ,979) 
R 72,454 (R 448) 
R 32,114 (R 1,666) 
R 35,819 (R 2,502) 
R 33,898 (R 1, 786) 
R 36,680 R 2,049 
R 35,925 R 3,214 
R 44,864 
R 43,811 
R 49,090 
R 51,894 
R 65,267 
R 75,840 
R 1,536 
(R 2,043) 
R 201 
R729 
R 123 
(R 1,799) 
Std Dev 
Average 
-0.13% 
-1.70% 
-0.62% 
-5.19% 
-6.99% 
-5.27% 
5.59% 
8.95% 
3.42% 
-4.66% 
0.41% 
1.41% 
0.19% 
-2.37% 
0.04403 
.0.50% 
R 53,424 R 2,357 4.41% 
R 59,910 R 3,294 5.50% 
R 60,976 R 3,219 5.28% 
R 64,999 R 4,014 6.18% 
R 51,863 R 4,422 8.53% 
R 81,963 R 3,931 4.80% 
R 59,639 R 3,941 6.61% 
R 66,154 R 4,634 7.00% 
R 75,175 R 5,931 7.89% 
R 57,961 R 6,492 11.20% 
R 51,344 R 6,185 12.05% 
R 56,891 R 6,537 11.49% 
R 84,952 R 6,406 7.54% 
R 82,773 R 5,830 7.04% 
Std Dev 0.02481 
Average 7.54% 
... ::·:::::}\::.:: 
(JfWppri Inv PPl'I 
-0.0508 1.0508 
-1.5049 2.5049 
-0.1616 1.1616 
-0.7097 1.7097 
-1.3035 2.3035 
-0.8324 1.8324 
0.3421 0.6579 
0.4095 0.5905 
0.2057 0.7943 
-0.4591 1.4591 
0.0315 0.9685 
0.1004 0.8996 
0.0188 0.9812 
-0.1323 0.4289 
115 Guardian National Insurance Company was formed after the merger of Guardian Insurance 
Company and Union National South British Insurance Company in 1981. Financial records were 
not available for the period prior to 1981. 
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Appendix B-3 Underwriting profit and investment income history for Protea Insurance 
Company Ltd for the period 1975 to 1994. 
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R15,716 
R15,017 
R13,525 
R13,379 
R13,054 
R14,616 
R15,353 
R14,906 
R15,262 
R14,009 
R24,525 
R25,975 
R24,248 
R25,049 
R26,899 
R32,354 
R31,674 
R30,785 
R36,244 
(R480) 
(R977) 
R57 
R349 
R275 
(R191) 
(R900) 
(R964) 
R298 
R1,107 
(R1,676) 
(R1 ,199) 
R606 
R493 
(R273) 
(R5,751) 
(R3,924) 
(R432) 
(R298) 
(R3,643) 
Std Dev 
Average 
-3.49% R13,929 R1,076 
-6.21% R13,174 R1 ,055 
0.38% R13,898 R1,147 
2.58% R13,169 R1,215 
2.06% R12,112 R1,194 
-1.46% R11,466 R1 ,249 
-6.16% R21,738 R1,469 
-6.28% R29,223 R1,613 
2.00% R35,160 R1,589 
7.25% R39,680 R1,641 
-11.96% R41,184 R1,641 
-4.89% R40,666 R2,383 
2.33% R40,142 R2,673 
2.04% R40,104 R2,493 
-1.09% R38,925 R3,021 
-21.38% R37,519 R3,082 
-12.13% R40,930 R3,062 
-1.37% R40,680 R2,882 
-0.97% R52,857 R2,866 
-10.05% R39,055 R2,362 
0.06508 Std Dev 
-3.44% Average 
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7.72% 
8.01% 
8.25% 
9.23% 
9.85% 
10.90% 
6.76% 
5.52% 
4.52% 
4.14% 
3.98% 
5.86% 
6.66% 
6.22% 
7.76% 
8.22% 
7.48% 
7.08% 
5.42% 
6.05% 
0.01800 
6.98% 
-0.8054 
-12.4828 
0.0477 
0.2230 
0.1874 
-0.1806 
-1.5836 
-1.4857 
0.1579 
0.4029 
48.7672 
-1.0129 
0.1849 
0.1652 
-0.0994 
2.1548 
4.5540 
-0.1765 
-0.1162 
2.8429 
1.8054 
13.4828 
0.9523 
a.mo 
0.8126 
1.1806 
2.5836 
2.4857 
0.8421 
0.5971 
-47.7672 
2.0129 
0.8151 
0.8348 
1.0994 
-1.1548 
-3.5540 
1.1765 
1.1162 
-1.8429 
Appendix B-4 Underwriting profit and investment income history for Mutual & Federal 
Insurance Company Ltd for the period 1975 to 1994. 
R37,106 R25,062 R2,138 
R42,719 R30,913 R2,288 
R47,473 R2,025 R30,985 R3,290 
R52,669 R4,897 R38,969 R4,763 
R61,142 R715 R68,n5 R6,487 
R76,596 (R1 ,409) R110,487 R10,320 
R103,015 (R2,155) R110,079 R12,833 
R150,360 R3,174 R107,928 R17,828 
R196,786 R2,204 R219,066 R20,957 
R264,974 (R22,900) R247,635 R25,813 
R243,884 (R8,940) R279,516 R30,064 
R400,718 R13,594 R378,200 R39,160 
R565,638 R45,397 R715,801 R58,318 
R663,734 R54,003 R795,533 R91,046 
R741,175 R11,581 R1,239,649 R109,707 
R973,997 R18,991 R1,951,296 R118,222 
R1,092,288 R52,487 R2,346,755 R145,271 
R1,218,538 R66,575 R2,587,861 R147,194 
R1 349400 R8500 R3440100 R140000 
R33,369 -0.16% R22,538 R1,923 8.53% -0.0289 1.0289 
R34,562 2.68% R25,011 R1 ,851 7.40% 0.3339 0.6661 
R34,855 R1,487 4.27% R22,750 R2,416 10.62% 0.3810 0.6190 
R34,201 R3,180 9.30% R25,305 R3,093 12.22% 0.5069 0.4931 
R34,878 R408 1.17% R39,233 R3,701 9.43% 0.0993 0.9007 
R37,938 (R698) -1.84% R54,724 R5, 111 9.34% -0.1581 1.1581 
R44,480 (R930) -2.09% R47,530 R5,541 11.66% -0.2018 1.2018 
R57,797 R1,220 2.11% R41,487 R6,853 16.52% 0.1511 0.8489 
R67,747 R759 1.12% R75,418 R7,215 9.57% 0.0952 0.9048 
R78,481 (R6,783) -8.64% R73,345 R7,645 10.42% -7.8613 8.8613 
R60,906 (R2,233) -3.67% R69,804 R7,508 10.76% -0.4232 1.4232 
R86,191 R2,924 3.39% R81,347 R8,423 10.35% o.25n 0.7423 
R107,806 R8,652 8.03% R136,426 R11,115 8.15% o.43n 0.5623 
R110,310 R8,975 8.14% R132,215 R15,132 11.44% 0.3723 o.62n 
R107,783 R1,684 1.56% R180,272 R15,954 8.85% 0.0955 0.9045 
R122,845 R2,395 1.95% R246,107 R14,911 6.06% 0.1384 0.8616 
R120,9n R5,813 4.81% R259,916 R16,090 6.19% 0.2654 0.7346 
R122,691 R6,703 5.46% R260,563 R14,820 5.69% 0.3114 0.6886 
R123,515 Rn8 0.63% R314,884 R12,815 4.07% 0.0572 0.9428 
Std Dev 0.04596 Std Dev 0.02698 
Average 1.54% Average 9.25% 
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Appendix B-5 Underwriting profit and investment income history for SA Eagle Insurance 
Company Ltd for the period 1975 to 1994. 
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R136,038 R847 R173,744 R20,493 
R166,735 (R2,960) R179,667 R22,087 
R244,644 (R4,960) R247,958 R24,681 
R363,577 R8,326 R338,566 R31,312 
R425,869 R31,488 R417,361 R43,742 
R487,052 R20,625 R445,133 R52,490 
R573,939 (R36,842) R427,528 R52,418 
R696,697 (R831) R920,736 R54,749 
R762,241 R11,163 R1 ,080,428 R63,256 
R834,222 (R4,868) R1 ,218,042 R80,876 
R1 090 349 R134493 R1280516 R139 058 
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R34,259 R899 2.62% R42,438 R3,504 8.26% 0.2042 0.7958 
R36,405 R851 2.34% R43,121 R3,007 6.97% 0.2205 0.7795 
R41,051 R2,391 5.82% R44,522 R2,956 6.64% 0.4471 0.5529 
R43,297 R2,526 5.84% R42,923 R3,166 7.38% 0.4438 0.5562 
R38,166 R2,958 7.75% R43,234 R3,487 8.07% 0.4589 0.5411 
R37,298 R1,209 3.24% R40,546 R3,823 9.43% 0.2402 0.7598 
R41,063 (R1 ,672) -4.07% R46,483 R5,433 11.69% -0.4446 1.4446 
R44,289 R441 1.00% R52,169 R6,139 11.77% 0.0671 0.9329 
R44,583 R1,350 3.03% R55,267 R7,150 12.94% 0.1588 0.8412 
R46,834 R292 0.62% R59,815 R7,055 11.79% 0.0397 0.9603 
R49,384 (R877) -1.78% R53,214 R6,542 12.29% -0.1548 1.1548 
R61,095 (R1 ,239) -2.03% R61,923 R6,164 9.95% -0.2515 1.2515 
R78,202 R1,791 2.29% R72,822 R6,735 9.25% 0.2101 0.7899 
R81,167 R6,001 7.39% R79,546 R8,337 10.48% 0.4186 0.5814 
RS0,946 R3,428 4.23% R73,980 R8,724 11.79% 0.2821 0.7179 
R83,463 (R5,358) -6.42% R62,172 R7,623 12.26% -2.3653 3.3653 
R87,871 (R105) -0.12% R116,128 R6,905 5.95% -0.0154 1.0154 
R84,422 R1,236 1.46% R119,663 R7,006 5.85% 0.1500 0.8500 
R83,995 (R490) -0.58% R122,641 R8,143 6.64% -0.0640 1.0640 
R99,803 (R12,311) -12.33% R117,210 R12,728 10.86% -29.4618 30.4618 
Std Dev 0.03633 Std Dev 0.02368 
Averaae 1.02% Average 9.61% 
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Appendix B-6 Underwriting profit and investment income history for Santam Insurance 
Company Ltd for the period 1975 to 1994 
I 
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R81,795 R8,548 R38,679 R4,440 
R96,287 R7,319 R44,543 R4,349 
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R222,884 (R2,780) R56,812 R8,934 
R273,090 R4,935 R72,217 R1,316 
R316,168 R4,016 R111,299 R16,283 
R361,388 (R5,457) R114,658 R18,089 
R462,050 (R1,328) R98,297 R22,616 
R560,340 R21,282 R207,967 R26,990 
R593,074 R21,579 R328,162 R38,161 
R656,9n R11,485 R560,467 R60,260 
R759,327 R1,972 R476,757 R67,303 
R984,325 R12,312 R653,057 R76,506 
R1,026,729 R51,478 R886,113 R90,403 
R1,129,010 R61,313 R1,044,325 R103,380 
R1 340 365 R12,253 R1 415,671 R107674 
·············· >··· .• ·.··.·•·.r.>.t.·>t .• /••••••••.·••\>Reat(19 .•..•.. ~. svlillues)R~sJ11$> ···< < \<•••• <> ·. n.·•·•· >·< /E>••·p/ .. r· .. ·e·•·•m·· •. · UJW··Proflt U/W.0 tu · .·.· ··a··· ·F· ·•·d· •·• ••••• .. ,·.·n·•··v/1·•·····• ·•1···n<v<.;.e••••t••·•u·••··,·••n····· .. ··••.<u•.•.•.•.••·IW ....· .. ·.• ............. "n<> · ·1n· ·v· .;.,..;.•n•·.·.·.···.•••• 
·······•·••·· '··•···· . . • ...... • ..•..•.•. ·: ··· .• . n.e rrt> •• llv .... Jln. s <><.> ..... nc•· • .· •••"" · . .• uu1 • .,., 
/ 1975 / .. R38,626 R545 9.n% 0.1309 0.8691 
< 19'1s ••· R49, 781 (R1 ,968) 2.4925 
1.41% R37,025 R3,617 
-3.95% R56,854 R3,286 5.78% -1.4925 
8.98% -0.1918 .J97U ( R57,037 (R519) 1.1918 -0.91% R35,876 R3,222 
11.48% 0.6581 / 1978 R60,055 R6,276 0.3419 10.45% R28,399 R3,260 
1979. / 1980 / 
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1112·· 
1983 ( 
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19le< 
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9.76% 0.6273 R62,524 R4,753 0.3727 7.60% R28,924 R2,824 
7.93% 0.5324 R70,211 R3,058 0.4676 4.36% R33,868 R2,686 
16.85% -0.6665 R80,310 (R 1,528) 1.6665 -1.90% R22,687 R3,822 
15.73% -0.4517 R96,237 (R1 ,200) 1.4517 -1.25% R24,530 R3,858 
1.82% 0.7895 R104,974 R1 ,897 0.2105 1.81% R27,760 R506 
14.63% 0.1978 R108,847 R1,383 0.8022 1.27% R38,317 R5,606 
15.78% -0.4320 R107,037 (R1,616) 1.4320 -1.51 % R33,960 R5,358 
23.01% -0.0624 R115,388 (R332) 1.0624 -0.29% R24,548 R5,648 
12.98% 0.4409 R120,524 R4,578 0.5591 3.80% R44,732 R5,805 
11.63% 0.3612 R113,035 R4,113 0.6388 3.64% R62,545 R7,273 
10.75% 0.1601 R109,187 R1,909 0.8399 1.75% R93,148 R10,015 
14.12% 0.0285 R110,423 R287 0.9715 0.26% R69,331 R9,787 
11.72% 0.1386 R124,148 R1,553 0.8614 1.25% R82,367 R9,649 
10.20% 0.3628 R113,716 R5,701 0.6372 5.01% R98,142 R10,013 
9.90% 0.3723 R113,676 R6,173 o.62n 5.43% R105,150 R10,409 
7.61% 0.1022 R122,688 R1,122 0.8978 0.91% R129,581 R9,856 
Std Dev 0.03456 Std Dev 0.04421 
Averaae 1.96% Averaae 11.52% 
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Appendix C-1 Initial letter asking for participation in survey 
Gerrit J Sandrock 
'I!' 833-6710 (W) 
838-1597 (F') 
787-4220 (HJ 
Respondent 
Company 
Association Box 
Address 
12 July 1995 
Dear Respondent 
SURVEY - CRITICAL FINANCIAL SUCCESS FACTORS 
PO Box 2209 
CRESTA 
2118 
I am a doctoral student at UNISA, and I am doing research on "Factors That Are Critical to the Financial 
Success of South African Short Term Insurers". This research enjoys the support of the South African 
Insurance Association, and that organisation has given me your address. 
A scientific approach to the research is necessary to achieve valid and reliable findings. Therefore, I 
am undertaking a survey of all South African short term insurers. The survey seeks opinions from 
senior management in the industry on the factors that are most important to them for financial success. 
UNISA's Bureau for Market Research will supervise the mailing of the survey, the following up on 
responses and the capturing of the data. You can therefore be assured of a professional approach with 
a guarantee of anonymity and confidentiality. 
Please let me know if you agree to your insurance company's participation in the survey. 
Questionnaires will be sent to you and to each of your senior functional (claims, underwriting, finance, 
etc.) managers. It would take less than twenty minutes to complete the survey questionnaire. In return, 
you will receive a summary of the findings of the survey. These findings may be useful in your strategic 
planning process. 
I would appreciate your help. 
Yours faithfully, 
GJ Sandrock 
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Appendix C-2 Letter covering the questionnaire mailing 
Respondent 
Company 
Address 
4 September 1995 
Dear Respondent, 
SURVEY - CRITICAL FINANCIAL SUCCESS FACTORS 
In response to a letter dated 12 July, you have kindly agreed to take part in a research survey that will be 
conducted by Mr GJ Sandrock, a doctoral student at UNISA. 
Four copies of the questionnaire are enclosed for distribution to the four persons in your organisation who have 
overall responsibility for the following functions: 
• The chief executive; 
• Claims management; 
• Underwriting management; 
• Financial management. 
Instructions for completion are printed on the questionnaire. The number on the questionnaire is there merely 
for cross-referencing and follow-up purposes. In no circumstances will the results of the survey be released 
in a form that will allow your company to be identified. A return envelope is also enclosed for the return 
of the completed questionnaire. Please return your completed questionnaire by the end of September. 
Thank you for making some of your valuable time available for this research. A summary of the findings will 
be sent to you in due course. The findings will also be discussed with you in detail at your request. Please 
contact this office if you have any difficulty in completing the questionnaire. 
Yours faithfully, 
Prof. JH Martins 
Director 
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Appendix C-3 
I s I 1 2 
Survey Questionnaire 
CONFIDENTIAL 
@!!JJ~~'\f' 
@IF 
IF~CG'il@~@ 'il~'il ~ CG~'il~~ 
IJ@ 'il!Hl~ IF~!MffeJM(G~ @!!J)(G(G~@@ 
@IF 'il!Hl~ 
September 1995 
@@!!JJ'il!Hl ~~CGM @IHJ@~'il 'il~~li¥il ~~@!!JJMfMCG~ ~~[Q)!!JJ@'il~'\f'. 
QUESTIONNAIRE 
INSTRUCTIONS 
This questionnaire consists of four sections. Please complete every section, even if it does not bear directly on the job you 
do. Shaded blocks are for internal use - please do not write in them. 
Section A requires some general detail about your job and your view of your employer's financial success. 
Section Bis concerned with the factors that influence the financial strategies of your employer. You must also evaluate 
each of the factors listed by allocating an appropriate score to the factor as indicated. Please allocate only one score to 
each of the factors listed. If you are aware of another factor that is not listed, please write it down in the space provided. 
You mustthen also score thatfactor. 
Section C focuses on the processes used in various functional activities of a short term insurer. Some scenarios are 
presented, and you must evaluate each scenario in terms of the extent to which that process is used in the insurer you work 
for. Additional space is again provided to enable you to describe and score any process that you may decide has not been 
covered in the scenarios provided. 
Finally, Section D lists a number of factors that may be important for a short term insurer's financial success. Please 
choose the five factors that you consider to be the most important. If you are aware of a factor that is not listed, please write 
it down in the space provided. If that factor is one of the five most important you have decided, you must then also 
score that factor. 
SECTION A - GENERAL 
27. What is your primary function in the insurer that employs you? 
1 2 3 4 
Chief executive Financial management Underwriting management Claims management 
28. In financial terms, how successful would you rate your company to be? (Mark your choice with an XJ 
1 2 3 4 5 
Not successful Not very Moderately Largely Extremely successful 
at all successful successful successful 
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CONFIDENTIAL 
SECTION B - STRATEGY 
1. How much influence does each of the following strategic factors have on the financial success of a 
short term insurer? 
1 2 3 4 
No influence at all Some influence Reasonable influence Considerable influence 
Factor 
The bargaining power of consumers of short term insurance 1 2 
The bargaining power of intermediaries 
The bargaining power of reinsurers 
The threat of new entrants to the industry 
The threat of substitute products or services 
The rivalry among existing insurers in the industry 
The effect of regulation on the insurance industry 
The ability to keep administrative costs low 
Strategic alliances and groupings amongst insurers 
The value that insurers can add for their customers 
The resources that an insurer owns (facilities, computers, 
etc.) 
The ability to identify the insurer's own competencies 
(competitive advantages) 
Factor 1: 
Factor 2: 
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1 2 
1 2 
1 2 
1 2 
1 2 
1 2 
1 2 
1 2 
1 2 
1 2 
1 2 
1 2 
5 
Extensive influence 
Score 
3 4 5 
3 4 5 
3 4 5 
3 4 5 
3 4 5 
3 4 5 
3 4 5 
3 4 5 
3 4 5 
3 4 5 
3 4 5 
3 4 5 
!••••••••••••••••••••••••••• 3 4 5 
······(····· 3 4 5 
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CONFIDENTIAL 
SECTION B (continued) - STRATEGIC PLANNING PROCESS 
2. To what extent do the following scenarios describe the strategic planning process in the insurer you 
work for? 
1 2 3 4 5 
Not at all To some extent Reasonably Largely Absolutely 
··· seeriarfo······ >>•••••••/•• >•·•·••· ···••••.<••·••>•••••••••••·······•·••••·· .····•·••••••••••••>•••••.·•·> /••••••••••••••·•••••••••··· · .. ••••••••····•• .. • c••<••••••••••••••··•·····••••• r••·••••<•••·•• ;:_?f <· ·•·/•·••••••••••••·••··) •• ••••••••••• 
The process is highly participative and changes frequently, with constant 
change to the strategic plan. 
We identify the factors that will impact most on the achievement of our 
objectives. 
There is a formal budgeting process that takes place each year, and last 
year's financial results are the basis for this year's plan. 
We analyse our strengths and weaknesses in relation to the threats and 
opportunities facing our company. 
We review our strategies each year by analysing trends and using statistical 
models to predict possible outcomes for our plans. 
We take stock of our internal capabilities in relation to our strengths and 
weaknesses. 
Management expect alternative plans to be presented from deliberations by 
subordinates, but final strategy is set by top management. 
Our strategies are directly derived from matching our internal capablities to 
the factors that will impact most on the achievement of our objectives. 
Method 1: 
Method 2: 
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3 4 5 
------
. < 
3 4 5 
y//\ 
3 4 5 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
CONFIDENTIAL 
SECTION C - OPERATIONAL FUNCTIONS 
UNDERWRITING 
3. To what extent does your employer use each of the following methods of underwriting? 
1 2 3 
Not at all To some extent Reasonably 
. 
Me~hod/ 
A desired profit margin is established, using the historic loss ratio, the 
acquisition costs and the expense ratios. The profit margin is added to the 
expense components. 
Investment income is incorporated in the process of setting premiums. 
A risk profile is established for both the investment and the underwriting 
portfolios, measured in terms of the risk of each portfolio. 
Unexpected losses of the past, such as catastrophes, are incorporated into 
the underwriting terms and conditions for the future. 
The possible claims for the next insurance period, the expenses and 
acquisition costs are projected. These future cash flows are then discounted 
to present value to determine the premium and risk profile required. 
The level of the company's solvency ratio is incorporated in the process. For 
instance, if the solvency is high, the premium rates can be set more 
competitively. 
The time lags involved before a change in underwriting terms and conditions 
becomes effective are incorporated into the calculations. 
The possible claims against an insurer by policyholders, the shareholders 
and the tax authorities are treated as Options, and are incorporated as such 
in the process of setting premium rates and selecting risks. 
Method 1: 
Method 2: 
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1 
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Absolutely 
2 3 4 5 
2 3 4 5 
2 3 4 5 
2 3 4 5 
2 3 4 5 
2 3 4 5 
2 3 4 5 
2 3 4 5 
............... ··.····•····••• ··••••· .... 
··-::..· ._ 
•··• 
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2 3 4 5 
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2 3 4 5 
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CONFIDENTIAL 
SECTION C - OPERATIONAL FUNCTIONS (continued) 
REINSURANCE 
4. To what extent does the insurer you work for use reinsurance for the purposes stated below? 
1 2 3 
Not at all To some extent Reasonably 
Reinsurance is used by us to pass on the losses we could not underwrite 
profitably. 
By reinsuring we increase our capacity to accept larger risks. 
Reinsurance is used by us to improve our solvency ratio. 
Reinsurance spreads the risk - we reduce our exposure to risk by using it. 
Method 1: 
Method 2: 
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CONFIDENTIAL 
SECTION C - OPERATIONAL FUNCTIONS (continued) 
RESERVING 
5. To what extent does your employer use each of the reserving methods listed below? 
1 2 3 
Not at all To some extent Reasonably 
Each claim is assessed individually and the person handling the claim 
determines an appropriate reserve (estimate) for that claim. 
An average estimate value of previously recorded similar claims is calculated 
statistically and automatically assigned to each new claim. 
No reserve is made for IBNR in excess of the prescribed minimum 7% of 
written premium less reinsurance. 
The expected loss ratio is applied to the premiums earned during the 
previous time period, and a claims estimate calculated from this data. 
The value of the IBNR reserve can be calculated as the function of the 
average value of claims and the time it takes between the data of the event 
and the date the insurer registers the occurrence of the claim. 
Extra reserves are made if detrimental trading conditions are expected in the 
future. Such reserves can then be drawn on in lean years. 
Method 1: 
Method 2: 
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CONFIDENTIAL 
SECTION C - OPERATIONAL FUNCTIONS (continued) 
INVESTMENT 
6. Does your employer control its own investment portfolio? 
Yes No 
Please indicate to what extent the following methods are used to manage the investment portfolio: 
1 2 3 4 5 
Not at all To some extent Reasonably Largely Absolutely 
s~~naH() > · 
A comprehensive investment strategy has been formulated in written form. It 1 2 3 4 5 
contains references to the view that the insurer takes of the overall risk that 
would be acceptable in the investment portfolio. 
The risk factor of the investment portfolio is statistically calculated and 1 2 3 4 5 
monitored on a continual basis. 
The investment returns are measured as a combined portfolio with the 1 2 3 4 5 
underwriting result. 
Investment returns are budgeted after the underwriting result has been 1 2 3 4 5 
estimated. 
The risk-free rate, the performance of investments relative to the market, as 1 2 3 4 5 
well as the overall market return possible for investors are used as important 
guidelines is setting investment strategy. 
Investment returns are essential to subsidise underwriting losses. 1 2 3 4 5 
Process 1: 
1 2 3 
Process 2: 
1 2 3 4 5 
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SECTION D - SUCCESS FACTORS 
Please choose the five most important factors with regard to their importance to the financial success of a South African 
short term insurer from the following list. 
Choose only the five most important factors. Allocate a score of 1 to the most important factor, 2 for the next most important, and so on until you allocate 5 
points to the least important of your selected five factors. 
Factor Score 
The socio-economic environment (Crime, inflation, etc.) 
Competition amongst insurers 
The power of brokers to dictate underwriting terms and claims settlements 
Control over the claims settlement process 
The quality of underwriting information 
The cost of reinsurance 
The extent of regulation in the market 
Computer systems 
Self-insurance and captive insurers 
Obtaining the correct premium for the risk 
The sophistication of the strategic planning process 
The quality of claims history information 
The extent to which investment profits supplement underwriting profits 
The level of solvency of the insurer 
Management expenses lower than those of competitors 
The extent to which future losses can be estimated 
The accuracy of outstanding claims estimates 
The extent of the premium reserves 
The degree of financial risk assumed in the investment strategy 
The performance of investments relative to the rest of the investment market 
Factor 1: I 
Factor 2: I 
Once you have completed the questionnaire, you can return it in the enclosed self-addressed and franked 
envelope THANK YOU FOR YOUR TIME! 
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